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FOREWORD 


In April 1975, the Royal Commission on Corporate Concentration 
waS appointed to "inquire into, report upon, and make 
recommendations concerning: 


(a) othe nature sand cole .ot major concentrations of 
corporate power in Canada; 


(b) the economic and social implications for the public 
INESHeSt OF 4Such concentrations and 


(c) whether safeguards exist or may be required to 
protect the public interest in the presence of 
such concentrations,” 


To gather informed opinion, the Commission invited briefs 
from interested persons and organizations and held hearings 
across Canada beginning in November 1975. In addition, the 
Commission organized a number of research projects relevant 
tO ets wing ui by 


This study surveying the Canadian and U.S. literature and 
empirical evidence on reciprocal buying arrangements is one of 
a series of background studies prepared for the Commission. 
It was researched and written by William T. Stanbury, Professor 
of Policy Analysis in the Faculty of Commerce and Business 
Administration, University of (British Colimbpia se Dees Canby, 
is author of several articles in the area of competition policy, 
and spent the 1975-76 academic year doing research on that topic 
under contract to the federal Department of Consumer and Corporate 
Affairs. This study was, however, prepared under the direction 
and sponsorship of the Commission 


The Commission is publishing this and other background 
studies in the public interest. We emphasize, however, that 
the analyses presented and conclusions reached are those of 
the author, and do not necessarily reflect the views of the 
Commission tor its starr. 


Donald N. Thompson 
Director of Research 
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CHAPTER 1 
INTRODUCTION 


This study examines the question, "To what extent does the 
practice of reciprocity by business firms constitute an 
economically significant restraint of trade?" Although there are 
somewhat different interpretations of the term, at this point we 
can say that reciprocity refers to trade between firms when the 
potential volume of one firm's purchases from others induces those 
others to buy from it. Reciprocal dealing ranges from a mutually 
convenient exchange of inputs and outputs between firms to what 
has been called coercive reciprocity. In the latter, the dominant 
firm in the "partnership", usually on the basis of its puréhasing 
power, uses threats or pressure to induce its suppliers to buy its 
OUCHUT . 


The evaluation, in terms of public policy, of reciprocal 
dealing by business firms is made difficult by the fact that it 
often represents a specific manifestation of a deeply ingrained 
social norm. Compare the words of Cicero with those of a 
contemporary American businessman: 


There is no duty more indispensable than that of 
returning a kindness...all men distrust one forgetful 
@feas benefit, = Cicerc 


We are normally obligated to consider those people who 

have befriended us in the matter of purchases...we feel 

it just as important to emphasize the fact that when we 
need help we should feel free to call upon our 

commercial friends to help us in the matter of our sales, 
just as we have helved them.2 (Director of Trade Relations, 
Jones & Loughlin Steel Corp., 1960) 


Tie sociologist Alvin Gouldner, after an extensive survey ‘or the 
sociological and anthropological literature, arrived at the 
following conclusions: 


Contrary to some cultural relativists, it can be 
hypothesized that a norm of reciprocity is universal. 
As Westermarck stated, "To requite a benefit or to be 
grateful to him who bestows it, is probably everywhere, 
at least under certain circumstances, regarded as a 
duty. 9) A norm, Of reciprocity is, I suspect; no less 
universal and important an element of culture than the 
incest taboo, although, similarly, its concrete 
formulations may vary with time and place. 


But how do we reconcile the cultural norm of reciprocity with 
allocation of scarce resources through the use of impersonal markets? 


er ae 


The theory of universal, smoothly fUnctELONING, COmMpetiulveny 
structured markets holds that free exchanges of goods and services 
for money expresses the totality of the transaction. The acgquisiiies 
Ob qoods iS8fubly required by the transfer of money. Each trans= 
action in the cash nexus is independent of all other transactions. 
Buyers and sellers have no memory, except for, prices, ewhie nw enne: 
world of pefect information (or at least imperfect information 
universally available at similar costs) and homogeneous goods, 
embody all relevant information for both buyer and seller... .inhesucna 
markets, loyalty, sentiment, and history are non-existent--or at 
least completely irrelevant. Since each) seller can, sell all his 
production at the going or market price, a buyer's previous 
purchases are completely unimportant. And, since each buyer can 
buy all he wants at the market price (which is known to all), past 
sales to him by a specific producer are also irrelevant.| Joel, Dean 
epitomizes the traditional economist's view when he states: 


Continuing reciprocation makes economic sense only when 
both parties sell in imperfectly competitive markets. 
Tf I were selling wheat, I should).do.no favors, touche 
baker who bought that wheat at the going price.’ 


Ferguson, on the other hand; is not so strict; for he says: 


A firm without market power may ask his suppliers to 
purchase. from him; such. reciprocity constitutes a sales 
promotion device and should be treated as such. If the 
firm offers to sell at prices equal to those available 
elsewhere, his suppliers might be willing to buy from 
him as long as the price conditions persist. 


In Chapter 5, we explore in some detail the conditions under which 
reciprocal dealing is- most likely to occur and the economic 
significance (pro- and anti-competitive) of such dealing in the 
markets touched by it. In general, reciprocity is only a matter 
of concern to public policy makers (specifically those charged 
with the responsibility for competition policy) when firms have 
otherwise unutilized market power and. that. power in 

dealing with firms in other imperfectly competitive markets. 


Canada does not now have, nor has it had any legislation with 
respect to reciprocal dealing. Therefore, we must turn to the 
experience of the United States to try to assess the extent to 
which reciprocity constitutes a problem in market power. 


As “@ significant issue an antitrust, policy, in thenUnteed 
States reciprocity cases began to emerge only in the 1960's. 
As Table 1 indicates, the Federal Trade Commission prosecuted 
three cases in the 1£930"e... These cases, all .succeseful tom tne 
PIC, dealt with coercive neciprocity, and the practice: was 
attacked under Section 5 of the Federal Trade Commission Ace whic 


RAL Be iE 1 


A_ CHRONOLOGY OF RECIPROCITY DECISIONS 


| =a = —— a = 


Federal Trade Commission 


Justice Department Private 
S| Contested Consent Contested Consent Decree 
oil A Decree ul 7 
1931} Waugh Equipment, 
1932| Mechanical Mfg. / ee eae ere an 4 
asec rereian ss |)" ly wh |i < - = es 
_Packing 
1963 Ingersoll-Rand [ 
aes Te aa eee Bee 2 ie eae pay ees Sa Dee oa aed pe, 2s fx 
1965 | Consolidated Penick & Ford 
Foods® 
at - <=} = — =f 
1966 | General Dynamics 
le ee TE DOSES : on pane skeet | oce wee : 
1969 | Northwest Ind. United States Steel, | Allis-Chalmers 
| ITT (Hartford) R.J. Reynolds |v. White Consol. 
P70) | TE (Greammenas) General Tire, Inland 
; Steel, Republic Steel, 
| | Armco Steel, PPG In- 
| | dustries, Bethlehem 
| Steel, Ling-Temco- 
ee ee oa! : i | ——_ . a VWOug hie — 4 
19711 | White Consol. & | Evans Products, Columbia Nitro- 
| White Motor gen v. Roysrer 
KEnniecOtit Coppers, 
National Steel, Alcoa, 
| Reynolds Metal 
ITT (Canteen) ITT (Canteen), ITT 
(Grinnell) ITT (Hart- 
ford), American 
Sitandatzd:, Swalkt, 
Armour, Wilson & 
| - Cudahy 
oes [aed Ont 221" 2 A eee | 
LOV2 | Jacksons Concrete, 
| Owens-Illinois, W.R. 
Grace, Martin Marietta, 
H.K. Porter, Westing-— 
| house, Uniroyal, TIME- 
|  DeGe Meer s tet) 
Siitowe re | Yellow Freight, Crane, | Stavrides v. 
United Aircraft Mellon 
see ee = ee se ae —— = SOS SS ee = = 
1974 '‘Occiden- | Airco W.R, Gore Wis 
lead Pet. Carlisle 
|& Diamond 
Shamrock Continental Can Carlson vy. 
‘Southlands Ss & H Co” 
‘Corps. | Grow Chemical 
wep | cap 


é Supreme Court Decision, original decision by the FTC occurred in 1963. 


is concerned with unfair trade! practices. (See Appendix A.) 
Between the California Packing case, decided in 1937, and 1963, 
when the FTC announced its decision in Consolidated Foods, there 
were no prosecutions or consent decrees rélating to reciprocal 


dealing. 


Reciprocity as an antitrust assue arose out ot gine coucera 
over conglomerate mergers. Not only did total merger activity 
increase sharply in the late 1960's, but conglomerate mergers 
accounted for an increased proportion of all mergers. The volume 
of merger activity in terms of firms acquired with assets of 
S10 million or more 1s depicted in Chart 1. J lGeis®obvioucecuia. 
both the number and value of assets of such large mergers increased 
enormously between 1965 and 1968 and then declined just as 
precipitously, so that in 1972 the level of merger activity was 
below the 1965 level. (Table 2 provides additional details.) 


CHART 1 


LARGE* MANUFACTURING AND MINING FIRMS ACQUIRED 
1946 = 1974 


NUMBER OF FIRMS ACQUIRED 


1950 1955 1960 1965 1970 1974 


*Firms with assets of $10 million or more. 


SOURCE: Bureau of Economics, Federal Trade Commission. 


Source: Bureau of Economics, FTC Statistical Report on Mergers 
and Acquisitions, Washington, D.C:, October 1975, Deel ues 
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Between 1954 and 1964 the annual number of large acguisitions 

ranged from 37 to 73 and the value of assets of the acquired firms 
ranged from $1 billion to $2.5 billion. In 1968 the FIC recorded 
173 large acquisitions with assets Of Sl2.5 billion andr times to 
there were 136 acquisitions of firms with assets Of SLO miLLTon log 
more With @ total asset value of SED biliven? fine tae three years 
1967, 1968, and 1969 some 447 large firms were acquired with assets 
of $31.8 billion. In the seven years 1260719 1966, by comparison, 
there were 426 large acquisitions with assets totaling SL / bei prone 
Acquisitions by firms among the 200 largest accounted: for, two-thirds 
of the large acquisitions in 1967 and 1968, as measured by assets. 
In 1967 the assets of acquired firms amounted to 29.5 percent of 

new capital investment in the U.S. In 1968 Lt. was 44.9" percent 

and in 1969 it was 34.6 percent. As’ Table 2 indicacves, yom UPS hey 

to 1966 the percentage fell in the range 7.8 percent to 17.8 percent. 


Conglomerate mergers played a very important role an ithe are 
1960°S merger boom, as indicated in Table 3. In 1948 such mergers 
(in terms of the value of assets of large acquired firms) 
accounted for 37.5 percent of the total. In 1968, the peak merger 
year, conglomerate mergers were 88 percent of all large firm 
acqursi tions.) Im 1973 conglomerate acquisitions had “declined t2¢ 
65 percent vor vehe Local. 


There was both public and private concern over the conglomerate 
merger boom. In a speech to the Georgia Bar Association on 
June 6, 1969, Attorney-General John Mitchell noted that "from 1948 
to 1966, only five firms with assets over $250 million were 
acquired. In 1967 alone, six such firms disappeared via 
acquisitions; and in 1968, the number rose to 12." The concern 
of the Attorney-General is evident, for he stated: 


The danger that this super-concentration poses to our 
economic, political, “and social structure cannot be 
overestimated. Concentration of this magnitude is 
likely to eliminate existing and potential competition. 
It. increases the possibility for reciprocity and other 
forms of unfair buyer-seller leverage. “It creates 
nationwide marketing, managerial, and financial 
structures whose enormous physical and psychological 
resources pose substantial barriers to smaller firms 
wishing to participate in a competitive market. 


And, finally, super-concentration creates a "community 
of interest" which discourages competition among the 
large firms and establishes a tone in the market place 
for more and more mergers.’ 


He went on to indicate thas froml9520t0 1959 hori zoncal and 
vertical mergers accounted for 48 percent of allimergers, 
39 percent from 1960 to) 19637922. percent from, 1964 tom o7 yan 
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only 9 percent in 1968.0 9M Mitchell identified four *specaiaee 
dangers" resulting from conglomerate mergers: reciprocity; 
elimination of potential competition; the "expansion of nationwide 
marketing structures, capital resources, and advertising budgets", 
providing advantages over smaller competitors; and a "COMMUTE os 
interest" in that "large, diversified corporations may have little 
interest in competing with €ach other in concentrated markets 
The Attorney-General then went on to expand the "Merger Guidelines" 
of the Justice Department which had been published May 39, 1968. 
He said the department would probably oppose (a) any merger among 
the top 200 manufacturing, firms or £icms of comparable seize nea 
other industries, (b) any merger by one of the top 200 with any 
leading £irm in any concentrated industry, and (c) mergeresthae 
may substantially lessen competition or develop a substantial 
potential for fecaprocuey. | 


The FTC, in its Staff Report on corporate mergers published 
in 1969, also spoke to the problem of “super-—concentration and 
the role of mergers in increasing the share of assets accounted 
for by the 200 largest mangracturing venverprises in 11327 the top 
200 accounted for 42.4 percent of all manufacturing assets, in 
1960 the proportion was 54.1 percent and in 1968 it was 60.9 percent. 
Tf it had not been for mergers. fhe proportion in 1960, tne ei7 
estimated, would have been 48.5 percent and in 1968 it would have 
been 45.3 vercent.-- 


Just a year before the Attorney+eeneral’s speech, the 
Department of Justice issued its "Merger Guidelines” setting our 
specific market shares for both the acquiring and acquired firm 
which would result in the Department contesting the merger. 

Two categories of conglomerate mergers were also made subject to 
relatively specifie structural guidelines thoce azuvelving 
potential entrants and those creating the danger of reciprocal 
dealing.!3 Less specific guidelines with respect to conglomerate 
mergers might have the effect of entrenching or increasing the 
market power of a leading: firm in @ concentrated industry. 

The mandate of the White House: Task Force on Antitrust Polacy, 
originally commissioned by President Johnson, reflected the concern 
over conglomerate mergers. The Report released May 21, 1969 stated: 


The current rate and pattern of mergers is causing 
Significant and apparently permanent changes in the 
structure of the economy, and the long run impact of 
these changes cannot be easily foreseen. 


The report identified three possible types of anticompetitive 
effects of conglomerate mergers: the elimination of potential 
competition; the creationsor. opportunities for .eciprocal dealing, 
and the. insulation of dominant tirme san Carticulac mec cts. 


It is recommended "additional legislation prohibiting mergers 
in which a very large firm acquires one of the leading firms ina 
concentrated industry" to supplement Section 7 of the Clayton Act. 
athe primary impact of the new legislation would be on 
diversification or 'conglomerate' mergers."!7 


: Section 7 of the Clayton Act prohibits mergers "where in any 
line of commerce in any section of the country, the ebrect of sich 
acquisition may be substantially to lessen competition, or tend to 
create a monopoly".!® Since a pure conglomerate merger does not 
increase the level of concentration in individual markets,!9 they 
had to be attacked for lessening competition in other ways??? and 
reciprocity was revived as an object of antitrust action. 

Lougiitine argued ina 1970 article, that "reciprocity as itrexistes 
Eeday,Eepresents, in: part, past failures of antitrust enforcement..." 
me went on to say, 


It 1s regrettable that the enforcers' interest in 
reciprocity had to be awakened by the use of this 
issue as a tool to combat mergers, for reciprocity 
can also result from internal expansion into a new 
field." 


Regrettable or not, the U.S. antitrust authorities were being urged 

to take action against the wave of conglomerate mergers. 

Willard F. Mueller, Director of the Bureau of Economics of the 
Federal Trade Commission and principal author of the Economic Report 
on Corporate Mergers, in his testimony before the Senate Sub-committee 
OoneAntitrust and Monopoly in 1969,:+ said: 


Realebareance the costs of inaction, 2 policyi0of watieeand 
see, against the costs of action that subsequent 
scientific inquiry may prove to be a too zealous policy, 

I choose the latter course without hesitation or 
reservation. For in the present circumstance, should a 
bold course of action prove later to have prevented some 
increases in economic efficiency, the matter can be righted 


by changing policy.?° 


Earlier, Mueller described the situation as a public policyeicrrsirs® 
and said that "the enormous merger [was] threatening to Sheers the 
bUnvired States]".7+ Although opposing voices were heard, 
conglomerate mergers were attacked with the weapons available Olas 
with whatever weapons could be fashioned by the practical men moving 
the antitrust policy levers. In a sense, there was a failure" of 
conventional economic theory to incorporate the conglomerate firm 
in the structure-conduct-per formance paradigm of industrial 

26 Neoclassical micro theory, particularly the 
Chained to the precepts of profit maximization and 
did not view the conglomerate as a threat, but 
ation of the socially desirable operation of 
Bork illustrates this point of view: 


organization. 
Chicago school, 
competitive markets, 
as yet another manifest 
market forces. Robert 
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The preferences of firms contemplating conglomerate 
acquisitions can only be explained on grounds of 
differential efficiency. By frustrating this 
preference the [proposed] Merger Act, like the 
[proposed] Concentrated Industries Act, operates on 
the principle that industrial fragmentation 1s to be 
brekersed fOr 1ts owh sake to industrial efficiency. 
If we agree that antitrust is about consumer welfare, 
I cannot accept such a principle; indeed, I cannot 
evem Understand, it.” 


The officials responsible for antitrust enforcement Fake . 
Ciey CcouL@unouwarsord-toO,wart until the empirazcal evidence was in 
regarding the impact on competition of the conglomerate firms. 
ir they ctayed their hand and the evidence did confirm there 
fears, it would be impossible to "unscramble the eggs”. 
Divestiture in merger cases, particularly long after the mergers 
had been consummated, was an infrequently obtained remedy if one 
iCoks 2b. Eheshastorical record. Besides, the decisions in 
antitrust cases are made by judges and the critics are primarily 
economists--it is not uncommon for a well-defined antitrust oA 
doctrine tohave a questionable justification in economic theory. 

The problem was perceived to be one of preventing 
conglomerate mergers. The policy makers defended their use of 
reciprocity, which one described as the “hobgoblin of the 
anti trnustecritics”,. to attack conglomerate mergers: Assistant 
Attorney-General (Antitrust Division) Richard McLaren said the 
Cuutics  vrew that “anti-competitive reciprocity does not extras 
Since, On the basis of Economic reasoning, it should not exisEy 
---deSCribes as’ a mirage, a practice which the major purchasing 
agents in this country only a few years ago acknowledged was the 
Dbeead end butter of their existence, sa practice which the Supreme 
Court has identified) asa competitive danger.::.a very neal. fact 
Gf businesselife, andynot a “fragment of prosecutorial 
imaginetion?<° Re -suggested the theorists go back and think 
again--"that is what we tell physical scientists when one of 
their theories does not seem to describe the real world with any 
great degree of accuracy".*” The crux of McLaren's argument thae 
reciprocity results in anti-competitive effects concerns the 
undesirability of permitting firms to transfer their economic 


power from one market to another. As he puts it, "it seems 
Strange to urge that, because competitive forces are hampered in 
OMe Mater, ehe solution is to imntect another" .“? Roland W. Donnem, 


Director er Policy Planning of the Antitrust Division emphasized 
the fair competition facet of thé argument when he stated: 


ie VeCePOEGeCiprocity and reciprocity effect is that 
disadvantaged competitors--often small companies and 
Single line companies--are deprived of sales they would 
otherwise be able to make on the basis of price, quality, 
and “Service. 
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reciprocity or the potential “for reciprocity was not ‘confined to 
Eonglomerate firms. “Organized, systematic reciprocity programs 
were found to exist in a wide range of large industrial firms. 

In Appendix B we list 34 consent decrees (obtained between 1969 
and 1974) in which reciprocal dealing was the focus of the 

decree. More than four-fifths were not associated with 
conglomerate mergers. They were obtained in respect of ,Sections 1 
enca7or 2 For the Sherman Act. In CONCEaSt, -alLleybut one i of the 
litigated cases launched by the Antitrust Division or the FTC in 
the 1960's and 1970's stemmed from conglomerate merger cases. 

T. E. Kauper, who succeeded Richard McLaren as head of the 
Pntateuse Division, in. a Speech in early 1973 ,7desceribedeene 
Department of Justice's attempt to eliminate systematic 
reciprocity as "one of the key areas of the Nixon Administration's 
antitrust enforcement program". 


The stage is now set. It only remains to indicate how the 
ensuing discussion (to call it a drama would leave us open to a 
charge of misrepresentation) will unfold. 


Chapter 2 is devoted to a more extensive description of the 
variety of conflicting views held by economists, lawyers, and 
businessmen, in regard to the competitive impact of reciprocal 
dealing. In Chapter 3 we confirm the truth of Judge Canella's | 
Observation that “'reciprocity' is not a word of fixed meaning: | 
After expanding on the general concept of: reciprocal dealing we 
outline five major types of reciprocity and indicate how the two 
dozen or so different terms used by various commentators should 
be classified. The implications for competition of each type are 
discussed briefly. Chapter 4 provides a fairly comprehensive 
discussion of the "empirical evidence" indicating the extent of 
reciprocal dealing by U.S. business firms. Unfortunately much of 
the evidence we are able to cite is impressionistic, based on 
small samples which lack scientific rigor and is indirect in 
nature. The tenor of the evidence is that reciprocal dealing 
probably iancreased from the .1920"s through to the early 1960 %s- 
By the 1950's the practice had become widespread. The economic 
and managerial aspects of reciprocity are explored in some detail 
in Chapter 5. Reciprocity is seen to have both a beneficial and 
an adverse effect on the competitive process depending on a 
variety of circumstances. Reciprocity can be uséd as a vehicle 
to use otherwise unexploited market power and to adversely affect 
competition in the context of imperfectly competitive industries 
wWoweneouy trom and Sell to each other, In a considerable number 
Otemarket situations we show that reciprocity will not be used, 
Om te at 1s used it will have no economically Significant etfece 
Orett wilt have.a desirable effect. on competition. 


Charter oo examines all Of thewliti gated cascs in the Univaed 


States in which reciprocal dealing was a substantive issues from 
1963 "ethrough 1975. In each case we have tried Co describe the 


ee | ee 


facts, the légal context of the decision and the: key elements in 
the judgment. In addition, we relate one case to another as the 
law on reciprocity develops, and provide a critique, of the legal 
and particularly ule economic analysis of each decision. 


we conclude with Chapter 7. Here we provide some modest 
proposals for Canadian competition policy in regard to reciprocal 
buying arrangements. Of necessity, they must be based on our 
review of the problem/issue in the United States. Reciprocity sis 
not a competition policy issue in Canada at this time. Jihere =e 
no demand for legislation to prohibit oF Lime Dest ees 


CHART ria 
THE SIGNIFICANCE OF RECIPROCAL DEALING: 
ee 
SURVEY OF THE CONFLICTING VIEWS 
ee ee ee ea 


. Mas séction of the paper: seeks to provide a survey of views 
tn response to the question, "Does the DraACihIce Ore reciprocal 
buying/selling by Earge. Corporations comstiutute, 4 SPO. Gant 
problem of market power?" A useful analysis rot. public ipo bicy 
towards industrial organizations requires that such va question 
be examined through a variety of conceptual lenses and from a 
Number Of points of view: 


Reciprocity, for the purposes of this chapter, cam be pEhoug at 
Of as an agreement, tacit or contractual, between two firms to buy 
from or sell to one another either conditional lye (ise. ad wal lb ebuy 
your output only if you agree to buy from me) or unconditionally . 
It is a business practice about which almost nothing has been 
written in Canada and on which a voluminous trade, legal, and 
economics literature has been produced in the United States, as 
EneSBLDlLography attests. 


DiIRPFERING VIEWS “OF RECTPROCETY 


American opinion (we could find one item published in Canada) 
One the. eftects of | reciprocal abuy ine cellingsae varredeand 
conflicting. We ‘shall illustraterthasypooint by providing 
differing views of the problem as seen by economists, lawyers, 
and contributors to the business *Miterature, ~While this survey 
is obviously not exhaustive, it does reflect the major themes in 
the debate. 


As Seen By Economists 
The Report of the, Task Forcejon Productivity and. Competition «states: 


"The economic threat to competition from reciprocity 
(reciprocal buying arrangements) is either small or nonexistent: 
monopoly power in one commodity is not effectively exploited by 
manipulating the prrce of “an unvelatecseconmmodity. The arqumene... 
that one cannot use the same monopoly power twice also challenges 
the fears Of Teciprocity. = 


This view is echoed by James M. Ferguson who reasons that 
Wa farm with market power Inv a lactorimeeneae woule=bermorem ikely 
to. Use it directly to-obtain lower nour prices tian lovexert 1c 
indirectly via reciprocity."* He goes even further, stating that 
Weoercive PeCiprocrty im whichetice buyer sCoer Cessna suppliers co 
buy from him at prices higher than those quoted by other (firms has 
no foundation in economic theory." ° 


Ferguson completely dismisses as "being irrelevant or at 
least beyond the scope of a realistic antitrust policy,”  tacie 
reciprocity which "does not even involve mutual purchases but 
only purchases by one firm on the basis Of hopes that Che ounow 
will reciprocate." Writing 1m 2965), atcen sulle Ingersoll-Rand 
case, but before Allis-Chalmers Vv. White Consolidated 
Industries and U.S. versus White Consolicated Industries acd 
White Motor which upheld the concept of MreCiwt Om Ly effects. 
Ferguson would probably not be able to understand how such a 
legal edvfiice was erected jon such a flimsy economic foundation. 
The Department of Justice detines reciprocity effect to: beste 
tendency of a firm desiring to sell to another company to channel 
Les purchases tomcat company."° Ferguson develops three cases 
(many firms in both industries, one or a few buyers and many 
sellers, and one or a few buyers and one or a few sellers) in 
some detail! His conclusion is stated as follows: 


Theinevitable conclusion is Chat reciprocity we ynoe 

a phenomenon that depends on market power, and the 
removal of market concentration would not eliminate 

the factors that give rise to reciprocity. At best, 
reciprocity can secure sales for the firm at equal 
prices. Competitors are foreclosed from Sales ab 

equal prices, but this will not affect compebrtiom as 
all firms can practice reciprocity. Given léegrtvmate 
business reasons for doing so, there will be many such 
arrangements among firms that are mutual suppliers. 

Any successful selling technique will inerease a fixym%s 
sales at the expense of rivals (assuming no corresponding 
increase in demand), but this is the very essence of 


competitive rivalry. These agreements will not Lessen 
Gompetition and, therefore, are aoe a proper conee™ OF 
aneLrerust., 


Joel Dean, while noting that under certain circumstances 
reciprocity can be economically undesirable, says that Yin most 
cases reciprocal trading is merely one of the many forms that 
competition takes in oligopolistic industries «” TE was na 
symptom rather than the source of market power. Writing an 9G. 
heyconcludes that: 


The amount of reciprocal trading has probably been 
increasing in recent years. Far from a, sinister 
plot against the competitive system, however, the 
Gvowth Ime reciprocal trading is aipredictable 
response to the changing economic environment of 
Competition ae 


Werner Sichel reviewed! a number of the major papers on 


CeCiprocity im Nis s19G8 acticle. He moted) that a wide vaciery 
of restraints of trade are practised every day (advertising, 


Set 


product differentiation, 


internal vertical inte ration rice 
leadership) , fees 


out relatively few are attacked byeantautxyus ts 


What are the criteria for the implicit exemptions? Sichel 
aLoues as £01 lows: 


The two most important ones appear to be the degree: of 
coercion and the degree of exclusivity. If the action 

is voluntary (no party involved is coerced) and if 
competitors or potential competitors have the opportunity 
CORO likewrse, Lt is implicitly exempted.'' 


He too is of the view that reciprocal dealing an, the ‘context, of 
an oligopoly is a form of non-price Competitions Ons this. basas 
memconcivdes his paper by saying that its purpose was "to suggest 
that reciprocity dealings should be envisaged as non-price 
competition tactics which more often than not might be lefe 
macnhallenged by the antitrust enforcement agencies." "7 


Whale 1s interesting about. Sichel"s Analysis icetiatbenic 
eriteria for antitrust illegality (coercion and exclusivity) are 
precisely the factors attributed to reciprocal. dealing by ats 
Most severe Critics. For example, . the Staff Report: of the 
Federal Trade Commission, Economic Report on Corporate Mergers, 
argues that "reciprocity introduces into the competitive process 
Beovlstracting and potentially destructive factor" and that 
"reciprocity bypasses and distorts the competitive process. 
The Report sees reciprocity as having a series of anti-competitive 
effects: (a) It changes "the mechanics of the competitive process 
by dampening rivalry based on price, quality, and service." 
(oe rarses the barriers to entry—-="in the extreme case, 
POvettial entrants would find much of the market, ~ticd upie.oy 
exisotang firms." A new entrant “might weselft have to tesortico 
Cong lomerabion’. "'> (c) "Reciprocity may further increase market 
concentration because it enables the advantaged firms to 
manipulate the demand for their products. ">° | (d)) "Recaprocite, 
Jeads to structural changes that are ixreversible and) feed upon 
themselves...conglomerate growth becomes a source and a 
consequence of power."!’? The Report has an almost apocalyptic 
view of reciprocity. 
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When large conglomerate enterprises engage in systematic 
reciprocity, industrial bigness and conglomeration rather 
than real economies threaten to become the key to 
business success. This is wholly alien to tenets of a 
free market economy. The ultimate result is an ; 
inflexible economic system composed of an industrial 
elite knit together by the exchange of reciprocal 
favOusie: 


As Seen By Lawyers 


While not holding as strong a view as the FTC Staff Report, 
Donald F. Turner is persuaded that, on balance, there®iasmiadtivme 
to be said for reciprocity. "At the outset, it may be stated 
flatly that reciprocity, even more than the tying arrangements 
it so closely resembles, has little or nothing to be Sa La) at, gee 
favor. Competition works satisfactorily only when success rests 
on lower prices, better quality, better Service, ands the aie, 
Reciprocicy distorts the iparvermn or trade away from the ideal, 
with no compensating economic advantaged. a. 


Lawyer Richard A. Solomon takes what must be des¢cribed Vasa 
simplistic view of reciprocity and proposes that it be attacked 
by the antitrust authorities. He states: 


Where the potential to use [reciprocity] 1s present, 
we may assume that without some form of prevention 
it will be used. The only question Of “consequence 
about reciprocity is how to stop it? 


Robert M. Hausman provides a longer analysis of the problem 
in a 1964 article in the Harvard Law Review, but he too condemns 
reciprocal dealing. Whenever it exists, he argues, "there is a 
departure from the process of open competition from which derive 
many of the benefits of a free enterprise system."*' He indicates, 
"producers may buy supplies either to avoid losing sales in 
another market or to maximize their 'purchase credits’. 

The components purchased may be higher in price or inferior in 
quality if price and quality were) Che only relevant 
considerations."**% Even when reciprocal dealing is practised on 
a basis of all other things (price, quality, service) beim 
equal, Hausman says it will "injure the interests of competing 
sellers in the maintenance of a market in which the traditional 
rules of fair play, namely choice based on quality and price 
competition, are observed."** Firms which expand are "no longer 
the most efficient, but rather those which can employ reciprocal 
leverage most successfully:" In addition, “entry by firme noe 
astablished elsewhere is discouraged..." and the lack of the 
threat of /entry “may Significantly alter ‘the conduct office ler 
in @ Concentrated market ini a way prejudicial to che consumer."*" 
Since successtul practitioners of reciprocity, Hausman arques, 

are likely to be the already large and diversified, “the industrial 
structure becomes more concentrated and the number of competitors 
fewer."*5 The need/desire to engage in reciprocal dealing may 
also result! 1n Acquisition ‘or expansion Dy rirns Anco markers ec 
exploLt opportuni ities tor reciprocity, Hence Increasing 
industrial concentration, Although it was published five years 
before: the Staki Report of the Federal, Trade Commission, mb is 
obvious that Hausman's analysis of the economic significance of 
reciprocal dealing is very similar to that propounded in that 
VOLUME). 


Hausman concludes that in the light of what he sees to be 
the economic disadvantages of reciprocity "some form of legal 


condemnation would seem appropriate."2° He proposes that the 
following be made unlawful per se: 


(a) Simple reciprocal dealing agreements, i.e., those 
other than genuine barter arrangements of the 
Sharing of business advantages, 


(es POreing a reciprocal bargain or relationship on 
another, and 
(c) Systematically using purchases or purchasing 


powers to promote the sales2’ 


In the only Supreme Court case involving reciprocity the 
practice was roundly condemned by Mr. Justice Douglas, who de- 
meverea the Opinion of the Court. At the outset of his’ opinion 
he held that, "the reciprocity made possible by such an acquisi- 
Pion 1S One Of the congeries of anticompetitive practices at 
which the antitrust laws are aimed. The practice results in 
fay irrelevant and alien factor’ intruding into the choice among 
competing products, creating at the least 'a priority on the 
business at equal prices.'"**® He held also that "a threatened 
withdrawal of orders if products of an affiliate cease being 
bought, as well as a conditioning of future purchases on the 
Peceipt.,O1 Orders for products of that affiliate vs an anti— 
competitive practice." 7° 


The opposite view is expressed by Richard A. Posner, 
Professor of Law at the University of Chicago, who dismisses the 
problem of reciprocity in one paragraph in his book Economic 
Analysis of Law. He argues that the practice of reciprocal 
buying cannot increase market power. He sees it "primarily [as] 
aecdevice for granting price concessions indirectly: 1 pay you 
your regular price but you agree to buy something from me at 
higher than my regular price, in effect granting me a discount 
on your Sale to me."*° Like Stigler (the Chairman of the Task 
Force on Productivity and Competition cited above), he would see 
such behavior as pro-competitive as it is most likely to occur 
when there are legal or oligopolistic constraints on overt price 
eurting. ~~ In an earlier article, Posner makes the argument 
that a monopolist or a monopsonist (a firm with market power as 
a buyer) cannot extend his power by the practice of reciprocal 
buying. He then proceeds to set up and demolish his opponent's 


views, stating: 


The typical replies to this argument are: 


(1) it assumes business men are rational and they 
are not; (2) reciprocal buying is in fact common ; 
(3) even if reciprocal buying does not lead to higher 
prices, it excludes competitors from the market. The 
first objection, if true destroys the economic 
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foundation of the antitruse, laws) the theorywgor 
monopoly. The second is irrelevant because the 
question is not whether reciprocal buying Occurs, 
but whether it contributes to monopoly power. 

The third objection is inréelevang to uLie economic 
goal of antimonopoly policy, Witch ls) EOaosure 
competitive prices, not particular numbers of 
competitors. q 


J. PB. Anderson reiterates the argument that ceeip oct, 
cannot be used to create any additional market power, but that se 
can be used to transfer unexploited monopsony power to other 
markets. In doing so, Anderson argues, “reciprocity usually 
performs the function Of an andirecr price, CUCM, © (Nepe rere. 
that situations in which such unexploited monopsony power can be 
used to increase profits "have one thing in common: they all 
snvolve some obstacle to complete freedom in pricing”.” 

He continues, "this barrier may result from governmental 
regulation, a private cartel or simply the anticipated reaction 
6f pareiCipants in the Market (orice leadérship). These uses sor 
reciprocity, he argues, "can serve both parties to a transaction, 
whether they be large buyers, small buyers, large Sellers, OL 
Shai cellers, = >= Hence, réciprocal dealing Can Rave tie 
desirable results of evading minimum price restrictions, making 
cost justified price cuts and avoiding non Cost jus bliledvperce 
discrimination.3?® Anderson concludes that these uses "Suggest 
that a rule of per se legality not illegality, should govern 

the practice of reciprocal dealing. -7 


In addition to asserting the reciprocity 1S 4 means.or 
avoiding restrictions on pricing, L. W. Keeshan asserts Chee ae 
"may be just an alternative method of generating goodwill, thac 
reciprocal dealing may reduce selling costs, and that tte A etoys 
also reduce financial uncertainty for the firms engaged in it. 
Keeshan finds favor with the practice when a firm pays a higher- 
than=-market price for another firm's product. He asserts that 
"Goeércive reciprocity is not being used (which ne cariter 
defined to be “forcing suppliers to pay Costs, iiuat they woud 
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: : . eS) 
Ordinarily not-incur” "), but. for one reasons oF another ess] -- 
price concession is being made." He concludes that reciprocity 
berformlis a Variety Of Tunctions, in Giftecrent Gontexrs, sien Of 


which poses any Serious danger to, compsticion.,. © 


As Seen By Business Managers 


Not surprisingly, businessmen express a variety Of opinions 
about reciprocal dealing... Some condemn.it nm ethical rounds 
and also for. the reason. that At. results ani managertaloi jetties ne. 
Others. indicate they practice reciprocity reluctantly. ancsdo to 
because of Competitive pressures. Businessmen who support the 
practice, appear to do 60 for ~wo types: Of reasonscy se rice ee 
friendship and because the policy provides a net advantage to the 


tse ae 


ja aA We Shall illustrate the vi 


ews of b i f i 
them directly. usinessmen by quoting 


We begin With the wdea of reciprocity jas. business friendship. 
ee eoeaident OfeGenetal Tire and Rubber Co. has been quoted as 
Saying, sure we would lean over to do business with a guy who 


does business with us. We call it a human equation. There ae 
noLcMming Weong with that," 


ep oonadser fOr va ICincinnac. machine too WeGiaa DUS a stags 
way: "What too many people label “GECiprociley’ Figtrealiya quiet 
good business practice. We market our product through 
aiseributors located in our geographic varea.. (Ltus goods business 
EO valso buy from these distributors."’? 


Another executive made the point this way: "We don't have 
-a company policy on reciprocity. We just have some old friends 
that we've done business with for years. We wouldn't think of 
not buying from them if at all possible and vice versa. We like 
Eieiteand they like us. This 1s good, solid, #riendly business-—— 
BOoUt 25 percent of our volume.""’ 


buonel Kestenbaum, of the Antitrust Division of thewuece 
Depaisimencs Ol Justice, states that such attitudes amount co what 
Thurman Arnold called "the personification of the corporation." 
In such "antropomorphic imagery" the emphasis is upon the 
corporation's “little foibles and eccentricities--he likes to do 
business with his friends, a human frailty which is almost endearing 
bomcvecover an khé erass world of bustnesse")° ‘estenbeumn aggucs 
that the "realities" of reciprocal dealing are often vastly 
Girrerent.. [hn particular he attacks’ systematic reciprocity which 
foe not ateall like an individual's doing business witherclend ea 
Meme secs it, “reciprocity arises’ an. large, diversified) business 
organizations when management seeks to maximize the leverage of 
certain economic relationships. It requires the gathering and 
Compilation of corporate data which 1s not normally available, 
and which does not serve other business purposes. And it demands 
the suppression of natural inclinations of those who ere actually 


responsible for purchasing." 


Many executives whose firms engage in reciprocity emphasizes 
the ceteris paribus element in reciprocal dealing. A trade 
relations executive put it this way, "If you have two potential 
suppliers and all things look relatively lLequal asi co price, 
G@uality, and so forth, you would be a damn fool not Lo give the 
business to your customer. It's plain common sense.” 


The purchasing manager for a Kentucky equipment manufacturer 
Said, We feel at's “good business to buy from our customers. 
But we won't pay a premium to do so. Whenever established 
customers can offer materials and Services we can use, their 
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quotes will be considered first. But quality, service, and (price 
must be Seicdiysae And the secretary of a chemical company points 
out: "While reciprocity is not a company policy, wer do. feel clas 
4 scertain. amount is jUetrns ec a lume only mMaturakare (havo re 
good customer where brice,) quality, and service are equal. We do 
not feel that reciprocity: is destuabiec where Carried “to extremes 


and threats are made to secure pusiness. 


Dauner quotes another executive as saying, "As long as 
reciprocity does not interfere with good purchasing practice, 
I see nothing wrong with the idea. Everything being equal I think 
it is a good policy to buy from your customers." °° 


In rebuttal to the ceteris paribus argument, Lee PO Ee tr, 
a vice president of McCann-Erickson Ltd., has stated, Sais (iS 
specious reasoning. If all things are equal except tnat one a 
company buys from the other, then all things aren't equal anymore." 

Executives who support reciprocal dealing with the ceteris 
paribus argument still seem at least slightly defensive about the 
practice. Other executives are much more aggressive in their 
approach: 


Our company recognizes reciprocity as a deliberate 
sales tool. Our policy is to practise it whenever 
it seems advantageous and legal to do so. Our 
company is large and diversified. We sell 
thousands of products. It would be foolush EC 
ignore our tremendous buying power. 


We have practised reciprocity whenever it seemed 
advantageous to do so, and we expect to Continue 
to.do0 SO in the fucure. 


Reciprocity is still considered ethical in our 
industry and used extensively. From the legal 
standpoint, if- laws are passed outlawing «reciprocity, 
there is a good chance that the practice will 
eontanue bWwe Under @ dLELererc name.” 


One of the most outstanding examples of systematic reciprocity, 
even if it was not extremely successful, was that which resulted 
from General Dynamics' acquisition of Liquid Carbonic. Evidence of 
the executives' enthusiasm for an active policy of reciprocal 
dealing can be found in the following quotations: 


...The single most powerful tool we have for increasing 
our business is to sell ‘our products to the companies 
that enjoy business from other divisions of General 
Dynamics. (1959) 


he | see Lt, url special Sales Programorters (our 
company and every salesman in it a really powerful 
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advantage which, used properly, Patiently, sand 
effectively, could easily generate five million 
GoiVars an new business over the ne 


xt two years. 
ClL9o1sor 1962) aa) 


[Seeking] business via 'Trade ne lLataons ras 


basically just another means of working to overcome 
competition. 


[Reciprocity is the] dynamite (that) can blow 
Competition out of the .picture. 


Finney, on the basis of his interviews with sales and 
purcnasing executives, found that reciprocal dealing was often 
derensive in nature.® One can cite other evidence to support 
this finding. For example, Lewis quotes a vice president of 
ene ot the largest companies in the country" as saying, 


Frankly, we have been forced to use reciprocity due 
to the pressure that has been placed upon reciprocal 
Purchases by Some of our. competitors.” 


The Conference Board's survey, published in 1954, quotes a 
steel company executive as follows: 


Basically we do not feel reciprocity is a desirable 
practice, but in a situation where it is widely 
practised, it is necessary that we engage in it to 
some extent. Obviously, the pressures are greatest 
from the largest customers, many of whom are also 
Suppliers. to us.°° 


An article in Sales Management in 1960 echoes the same theme: 
Wetdon't like reciprocity, butiwe have to use 16. 


OUr competitors doit and ehus we're sort of forced 
tOptry to.sell to our suppliers: 16 we Conv igour 


competition will. On the other hand, our customers 
expect us to buy from them because our competition 
does. We are just caught up in it.’ 


Business executives wno oppose reciprocal dealing do so 
because they see the practice as resulting in inefficiency or see 
tigeo apractice that is ineffective. They also SEEN cleans: 
opposition in ethical terms or in terms Of FeCl lorocVvey. Se impact 
on the larger competitive process. Ald Of these reasonssarce 
contained in the following quotations: 


Reciprocity, any way you look at it, is unethical. 
Legally, in my industry, you could be charged with 
restraint of trade if reciprocal agreements 
existed. 


= OS 


It limits competition, restrains fae trade, ang 
; 63 
encourages under-the-counter dealings. 


We've never used reciprocity and never Wit pees 
nothing more than a crutch. In Che. Ong eats dhe 
works against the Ssellera (aie kidLee the andere cue 
of the salesmen and reduces them to mere OrGeE 
eakers. 


We are not a particularly small company, neither are 
we the largest, but we have never used reciprocity 
in our selling. and do not antend to do so: Buying 
on the basis of reciprocity only denotes poor 
management and poor selling, and in the end will 
reflect in a tremendous public reaction agaist the 
larger units Of Gndusery who are Living to,se 
smaller units by this unfair method of gow ad ball aKs iy 
(Etec Praca. machinery)” 


This company has always favored free competition, 
and has never felt that any sales advantages to be 
gained by reciprocity would offset the advantages 
Of purchasing i a tree market?” 


Reciprocity is undesirable for many reasons, but 
perhaps the most important 1s the fact that. Ve) tence 
to eliminate the normal relations between buyer and 
seller, and, hereiore;, tends co Bhrotcle the pres 
competitive market. (Chemical producer) °’ 


Buying should be done objectively. It should not 
be influenced by pressures to throw business to 
good customers. By permitting certain people 
special privileges as suppliers, we would 
discriminate against other worthy suppliers. 

The favorite supplier is likely to consider himself 
entrenched and become careless in service and price. 
Past experience with reciprocity showed us that 
normal buying patterns were distorted and business 
became a matter of maneuver rather than competition. 
(Machinery manufacturer)°° 


After reviewing the conditions which facilitate reciproca, 
dealing, some of tie Side ‘efrects oF reciprocity, thie, conecerpr 
of 'trade relations potential', and the apparent ethical stigma 
associated with the practice, Dean Ammer writing in the 
Harvard Business Review concludes, "I believe that reciprocity 
is inherently unprofitable and as least profitabie for the 
companies that are fits Most, Gnthustastic proponents, st believe 
that reciprocity raises most companies' purchasing Costes * 
fe provides a well reasoned argument why this 1s so. In addit ron; 
he argues that reciprocity weakens a firm's sales eErorte | 


Lop 


in 1967 Norton Simon resigned from the board of Wheeling Steel. 

When he Look Over-thes firm three years: earlier the practicecor 
EeCiprocity. where Sales/purchasing practices were "significantly 
basea on vendor-directors working with Management directors for 

the best interests of each...was leading the company to absolute 
and inevitable desCRUGtionnte.. win September 1966 Wheeling 
brought Suit against three ore suppliers, alleging a price-fixing 
conspiracy. FOr more: than 20 years, Wheeling alleged, it was 

coerced into unfavorable contracts for ore procurement. "”* 


Inertia 1S apparently a powerful force in maintaining 
reciprocal dealing arrangements. The president of General Foods, 
whose firm had abandoned its trade relations department 
some years earlier is quoted as saying, "While many suppliers 
know it is legally and ethically wrong, they, continue, to puteup 
With it simply because it has. become a policy Chat) they done t 
dare abandon. What's more, they will accept products of inferior 
quality or higher price, and downgraded service, for fear of 
upsetting the arrangement. "’ 


RECONCILING THE CONFLICTING VIEWS 


The reader may be excused if he avows that he is quite confused 
after reading our summary of the variety of views as to the 
aesiravility or undesirability of reciprocal dealing among 
business firms. As we have shown, one can marshall an assortment 
of economists, lawyers, and businessmen who condemn the practice 
as both privately inefficient and socially anti-competitive. 

One can also assemble a body of similarly distinguished opinion 
miaw, ot WOLSt reciprocity is innocuous (both privately and 
socially), and at best 1t is a desirable form of non-=perce 
competition which can erode oligopolistic or regulated price 
Structures. Neither side is totally correct nor totally, wrong. 
In fact, a good many of the arguments put forward on both sides 
are correct under certain circumstances. The problem is that 
the arguments and hence the conclusions as they are frequently 
Statea suffer from what has been referred to as’ “lump concept 
thinking" and from a desire for generality) of statemenugeven 
when the problem would appear to cry out for a variety of ha 
contextually determined statements and conclusions. In addition, 
the conflict in positions as to the appropriate public policy 
toward reciprocity is at least partially based on the failure to 
specify the set of objectives or criteria by which the implications 
Gpnrecsprocal, dealing are to be Fuaged. For example, analysts 
usually fail to distinguish between the private and social 
efficiency of reciprocity and between the static and dynamic 


implications Of 1. 


With respect to the issue of lump concept thinking we are . 
reminded of the tollowing analogy. Ime graduate student of public 
finance is asked, “What is the incidence of the corporation income 
tax2" Tt he is. wise he will begin his answer with the words, 
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WTt depends, there ane severally cases: As’ t6 “the significance 
of reciprocal déaling for public yelacy one Must say, i ar 
Many Cases. Only after one has specified at least a hali-dezen 
facts about a given feciprocity Situations (pritiaral vnose 
dealing with the structural elements of the markets involved) can 
one begin to say anything useful about the problem. 


The only Serious: attempt co dor this was by Steiner, but his 
admirable discussion is incomplete.’ He“ dentiries’ sever typee 
of reciprocity, discusses the variety of motives for practicing 
merger-induced reciprocity and examines the important judicial 
decisions. From his analysis steiner predicts the economic 
effects of reciprocal dealing £or°l2 caseey View 74a 10Ue 
combinations of the market structure in which the acquiring firm 
operates and the market structure in which the acqurred) fi-cm 
operates: We will consider a’ larger number of ‘cases, and 
determine which of the potentially very large number of combinations 
of market and firm circumstances are either of Tuttic oF On any 


public policy significance. To show how the Tumpervor possible 
cases can quickly grow unmanageable, consider the following 
plausible example. Suppose we have a firm operating in two 


industries, each characterized by six elements of Market Sscructure 
and four factors Of iLntra-firm organization, pertincie te 
reciprocity. The number of possible cases is 6 x © x4 On ia. 
Even if two-thirds of these cannot be made usefully distinguishable 
for policy purposes we are still talking of four dozen different 
combinations of circumstances with which the public policy maker 
may have to deal. 


THE PAUCITY OF EMPIRICAL RESEARCH 


The problem is not made easier by resort to empirical research 
which might be able to tell us whichwor the tnmeorerically 
Significant Gases are Significant in@fact. Jones and Heimer 
Srate: 


No systematic studies have been conducted, for instance, 
relating the frequency of actual reciprocity behaviour 
to the structural conditions of the market which some 
economists believe foster it. What evidence there is 

on actual reciprocal behaviour ‘conersts Pergely of 
individual case studies. Likewise, there has been 
little or no evidence on the question of precisely what 
Ene anti-competitive eflect of recrprocity has been even 
in those cases where it was found to actually exist, 
i.e. to what ‘extent the affected markets were *rore= 
eloseqd through the ,~eciprocalydealinge, and whether 
concentration and entry barriers were increased and/or 
prices Tigiditied’ and srabulized. | 


Since their assessment in 1970, only one paper has attempted 
to do what. they suggest te necessary. Bruce Ts Allen sucean. 


ao 


logit model, multiple regression analysis to assess the extent to 
which selected structural characteristics "predict" whether firms 
Me emecipTocity.“° The independent variables were: | the average 
degree of concentration in the firm's Markets, the volume of a 
Poi) Ss purchases from Other firms and a measure oF the firm's 
product diversification.” The data were from the early and 
mid-1960's, when "the legal deterrant was still ineffectual. "2° 

A sample of 50 large firms was just about evenly divided between 
those who either "definitely" practiced reCiprocity. (n=2 7) mor 


paar practiced" reciprocity (n=4) and those who did not 
n= : 


. The results indicated that only the market share and 
diversification variables were statistically significant. 
The former was negative in sign while the latter was positive. 


On a priori grounds the sign of the market share variable 
could be either positive or negative, while theory posits that 
tae sign for the diversification variable should be positive. 
Allen concludes that since reciprocity is negatively related to 
market share, "evidently it is practised by companies with 
smaller market shares, as a device for cutting prices and hiding 
Paenevidence, from large rivals."** With respect to diversatication, 
"The more five-digit products a company makes, the more 
Opportunities for reciprocity it has and uses."®3 Allen notes 
this result is opposite to Markham's conclusion (which we will 
Precuec an Chapter 4), but this may be explained an that 
"the level of Markham's aggregation hides the really significant 
opportunities for reciprocity."”" 


hiven's results are’ important im that they constitutes ene 
first attempt at scientific empirical research. However, much 
more work remains to bé done, since the number of variables 
employed in his study was quite limited, alternative definitions 
might be employed, and the size of the sample needs to be vastly 
enlarged. More importantly, cross-section regression analysis 
does not help us to predict the dynamics of reciprocal dealing. 
Jones and Heiden comment on this point and related matters. 


Identifying the conditions which transform the threat 
of reciprocity into actual practice requires an 
analysis of such issues as whether there is a 

critical market share which a firm must have in order 
to practice reciprocal leverage rather than simply 
pose the threat; how nearly equal the value Of 
reciprocated products must be in relation to each j 
other for reciprocity to be activated; how concentrated 
and conglomerated the industries are in which actual 
reciprocity has been observed; have conglomerates . 
generally entered into the types ils acquisitions which 
have given them the opportunity for this type of 
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behaviour; and under what market conditions have firms 
exercised reciprocity: “Certainly , Wanalyces on wotume 
sales and purchases of conglomerates with other 
companies pre- and post-merger would help to resolve 
this Latter question. (Moreover, there leestmerc tise 
raw material available to allow some fairly intermec 
estimates of the structural industry Situations mose 
GConducive to potentiads reciprocaldealing: 


To assess the anti-competitive e€rrect Of sactual 
reciprocity, we must determine from industries where 
reciprocity is an observed practice whether it brings 
with it any changes toward a more anti-competitive 
market structure and worsened economic performance, 
@.g., whether prices Nave become Mote Frigid O71 cre 
flexible, whether Concentration has isercase) semcn, 
been retarded, exit hastened, defensive mergers 
promoted, and whether the theory is supported which 
predicts that observed anti-competiuime Grrce™ a= 
most Signficiant in those cases where reciprocal 
foreclosure Nas been tne qreatesc. 


What is needed is both a more careful theoretical analysis 
which reflects the numerous facets of the problem of reciprocal 
dealing and also more comprehensive empirical studies. 

The monograph is an attempt to make a contribution to the Former 
need. 


CHAPTER 3 
RECIPROCAL DEALING: ‘THE PROBLEM OF 
ee COLE OE 
DEFINITION AND CLASSIFICATION 
ON 


. pie legal, economic, and business literature on Vrecippecs cy 
is Wampered by the use of a wide variety of terms to describe the 
different Eypes Of Teciprocal dealing. When discussions of 
reciprocity became more frequent in the literature in the 1960's 
so did the authors' desire to distinguish the circumstances in 
which reciprocal dealing could and did take place. With few 
exceptions, each writer used his own terminology. Even when the 
same word or phrase was used it seldom had the identical meaning 
stated or implied by other writers. The terminological confusion 
bcoOmerrbutea greatly to the Variety Of Opinions sas) tomthe 
Significance of the practice and the relevant publ iewpo ley 
foward reciprocity. In this section of the paper we hope to 
eeduce the definitional and semantic confusion by proposing our 
own framework (adapted from Steiner ), which incorporates many of 
Ehe terms and concepts adopted by other authors. We begin with 
mnie wweneral concept Of reciprocal dealing and then identify five 
major types, a number of which have sub-cases. 


THE GENERAL CONCEPT OF RECIPROCAL DEALING 


One of the most general definitions of business reciprocity 
(aS Opposed to the use of the term in international trade) is 
Orven syoherguson. He defines it to be "the bilatéeralmpracties 
in which the buyer agrees to purchase from the seller and the 
seller agrees to purchase from the buyer at specified prices. "- 
Sechel says the same thing in only slightly different words: wnen 
he states: 


Business reciprocity, simply defined, is the established 
practice of firms in their role as buyers of anputs jbo 
favor at particular prices, those firms that buys thea, 
Cueto 


Srocking and Mueller offer the tollowing Gefinirtion: 


‘Business Leciprocity' aS we Shalleuse the term 
describes business dealings between independent firms 
whereby they make mutual concessions designed to 
promote the business interest of each. The best known 
form of business reciprocity is reciprocal buying. 
Reciprocal buying involves the use ot a Titm orgie. 
buying power to promote sales. 


To Westing, Fine, and 4Zenz EOCIDrOGLty. | LElera geo. Glow raci ta wan 


é : this company 
buying from a company that buys from you because 
ares ras you."° To these authors, mutual sales/purchasing 
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arrangements do not constitute LeCIpLOCLeY unless “each company's 
buying can be explained, at least in part, by the other company's 


buying.” - They are 108 the only ones to emphasize the conditional 
nature of the selling/buying arrangement. Hausman puts Vey cis 
way: 


Reciprocal dealing is both the vse Of purchasing 
power to obtain sales and the practice of preferring 
one's customers in purchasing. 


Commissioner Elman in the case of the Federal Trade Commission 
vy. Consolidated Foods defined reciprocity as Follows: 


As generally understood, reciprocity déscribes Che 
practice whereby firms, evertlyror tacitly; make 
concessions to one another in order to promote plaice aa 
own business interests. Perhaps the most common 

form of reciprocity is the type involved Li! tiie «case 
--reciprocal buying. In this context Lt involves 
nothing more than the simple idea that h will buy 
from you if you will buy from me", or the unspoken, 
wee buy from ham, ne wild sbuy eben ne. 


VARIOUS DEFINITIONS 


As can be seen from even this brief review of the general 
concept, the various statements imply potentially different kinds 
of reciprocal dealing. We must now draw what we believe are 
useful distinctions, i.e., distinctions with a difference. 

For easy reference, the main characteristics cf type or 
reciprocity discussed here are set out in Table 4. on page 30- 


Coercive Reciprocity 


The essence of coercive reciprocity is the use of threats or 
pressure, to induce @ firms suppliers, to buy its, products an 
return. The threat or pressure, which may be overt or only 
implied (but still clearly communicated), involves the partial or 
total withdrawal of purchases if the initiating firm is not able 
to make the sales it desires. The source of the power is the 
would-be seller's market power in the purchase of its inputs. 

It has a degree of monopoly power. Thus coercive reciprocity has 
been referred to as the "rise of a dominant position in a market 
or of substantial buying power in that market to require a 
supplier to buy from a wesignated source." °” 


This idea is described by Keeshan who states that coercive 
reciprocity is a situation where a firm that solicits its 
suppliers' business on pain of withdrawing its own purchases. 

" -.A, which buys from firm B, uses it buying power to force B to 
buy tromlit orvitts atttliates. ) thos dic nor exercise this 
'leverage'--for example, by threatening to withdraw Lts orders—— 


ee oy: ee 


B would not have purchased from ante 


. Or would 
of its product, have purchased less 


or would have purchased at a lower Brice. ts 


Dunne also refers to coercive reci 
reciprocity" when he describes it as 
purchaser of goods wields on its sellers, pressuring them to buy 
Preapurcnasers’ products." 1% tn cOlloquiaisteris 71 tas meee 


buy from you, you must buy from me, or I will not buy from you 
anymore." 


procity as “leverage 
“the economic force that a 


Barton goes so far as to state that where "a purchase [is] 
conditioned upon a Ssale...[it] may be considered inherently 
coercive." Ferguson argues that "coercion to induce purchase 
is only necessary when the buyer-seller is selling amqood. ates 


higher price or lower quality than is available from other 
eeeyicy 


Coercive reciprocity is most sharply criticized because, the 
Pratiecs assert, it results in the firm it is used against paying 
more than it otherwise would for its inputs (or forced to aeccepe 
a lower standard of quality and/or service). As Keeshan BPUtEEeIrGy, 
eiemcocrcive element is in “forcing suppliers to pay costs they 
Mol roroinarikly not incur.*'® AS. we shall point ovr, thermhace 
that a firm pays more than the going price for certain of its 
inputs may also be seen as an indirect price cut on the sale of 
BEewOULpUtLS.s Yet) it is the higher cost Gf purchasing thaw: 
condemned as wasteful and inefficient. 


Tiesto wserul to-emphasize that the ability (of Gunignere 
coerce its suppliers to buy from it at market or above market 
prices, ceteris paribus, is based on the existence of unexploited 
Market power in the coercing firm's input markets. Reciprocity 
cannot create market power, it is simply a way of uSing market 
power by redrrecting it from the firm's anput to iwcs.ourtoue . 
market. It is often argued that firms with monopsony power will 
Usemtesoirectly to lower their input costs; but as wersnall snow 
fiavChapter 5, there are good reasons why a firm isnot able or 
Valine to fully exploit its buying power directly dnsteadaair 
finds reciprocal dealing a convenient way of using its otherwise un- 
Utilized market power or for transferring such power [rom one 
Mabket to another. 


Mere iS a Spécial Case Of coercive reciprocity Which, 
following Steiner, we will cali fraudulent reciprocity. Here 
"purchasing agents or other employees of a Firm B with monopsony 
power use some of that power to acquire a payorit to themselves ule gt 
the form of purchases by B's suppliers of a produce which is 
produced by a Firm A in which these employees have a Significant 
financial interest." ° As Steiner points tout. 7) otoelcuc Lear, 

a form of bribe to the purchasing agent and comes at the expense 
of B's shareholders, among others." 
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found in the Haugh Sguipment case 1fP4$%, HCErCcal dealing was 
vaughn Equipment Se Sas Pireew senior 

executives of Armour & Co. had obtained a Significant interest 
in the Waugh Equipment Co., manufacturers of draft gears and 
other railway equipment. As each passenger or vEreigqnt. car Wado 
have two draft gears which acted as a cushioning and shock- 
absorbing device Waugh's potential sales to railroads were ver 
large indeed. The Armour executives, with thei ra : 

F G1 aD pL tr yaco 
alirocate their firm's considerable traffic (Armour operated a 
iecew.ot 7,000 cars for its own use and ite total business 
amounted to 275,000 carloads per year™jwere able to induce the 
railroads to purchase their draft gears from Waugh Equipment. 
Despite the fact that Waugh was "Manufacturing and selling a 
peectically unknown gear" °° in competition with at least eight 
other competitors, it was able to increase its share of the 
Worket from | percent in 1924 to approximately 35 percent in 1930. 
The FTC concluded that the executives involved and Waugh had 
"created and taken advantage of a competitive weapon, oppressive, 
and coercive in nature, which prevents the customers...from 
exercising their free will and judgment in determining which 
G@evicewicithe mest efficient and will best serve their needsuat 
Ene lowest net cost over a period of time...."** It was deemed 
BOmbellasviolation of Section 5 of the Federal Trade. Commission, Act. 


A parallel case, decided at about the same time, was 
Mechanical Manufacturing.** This firm, also a manufacturer of 
draft gears, bumping posts and centering devices, was owned 
primarily by members of the Swift family with a small amount of 
the common and preferred held by executives of Swift & Co., the 
tiogjesmeat packing firm. Through their ability tomaward von 
swLtci switt & Co.'s railroad shipments to different lJines,) the 
two key executives involved sought to promote the sales of 
Meenanireal's draft. gears. No precise evidence of Lhe ‘successRor 
policy is given, but in 1929 it appears Mechanical had only about 
5 percent of the total market.*°° In December of that year 
Mechanical sold its licence to manufacture centering devices? to 
Waugh Equipment and recommended that its customers purchase draft 
gears from Waugh. The FTC reached the same conclusion, and used 
much the same language, as it had in the Waugh Equipment case. 


Coincidental Reciprocity 


This form of reciprocity is at the other end of the spectrum 
from coercive reciprocity. Steiner says, "This relationship 
occurs when two firms purchase each other's products simply as a 
Teel of market) choices.” Banton: describes hia Ya pcoincidenuce 
of mutual purchase and sale."”?’ Moyer points out that such 
reciprocal dealing may be inadvertant or even unrecognized by the 
DakbGiecmathe ‘states; (Often parrs. of \jbuyers—sellers may be unaware 
Ofeche. reciprocal anrangement existing between the two companies. 
Or two firms may buy from each other but do so on rational economic 
grounds, each refusing to let its selling arrangement influence Lts 


HEcnases,. 
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Backman is referring to coincidental reciprocity when he 
Speaks. Of “therbuying and selling which may develop without anysform 
al determination, for example, as different divisions or 
subsidiaries happen to buy from and sell to the same independent 
non-affiliated company simply because each company is the most 
desirable source of supply for the other company. These 
relationships usually are fortuitous or unsystematic."?? 


What Finney refers to as "friendship reciprocity icouldwalee 
be incorporated into this category. He states it “is. the simple 
act of purchasing from the individual or firm that is also one's 
customers," for "it is natural to do business with your timgence 
Finney points out that where this type of FeCiprocaly 26 
practiced, it "lies mainly within the province of the purchasing 
déepartment."*! Preference is given to the supplier who is also a 
customer only after it is determined that price, quality, and 
service are equal. Such friendship reciprocity has been recognized 
by the courts in the 1953 Investment Bankers case where 
Judge Medina said, "In the course of a business relationsimp foere 
a natural and normal thing for those in the same industry 
occasionally to seek business on the basis of business Giver. ee 

Several points should be noted about this type of Veciprociey; 
(a) It tends to be casual and occur in an uncoordinated fashion. 

It is not accompanied by a systematic effort to coordinate whe 
sales and purchasing activities of the firm--in particular the 
provision of information concerning the volume of purchases by 
supplier to the sales department.?? (b)) There as no condvuiodes 
element in such arrangements. In fact, it is not an "arrangement" 
at all since the reciprocity is the result of independent sales 
and purchasing decisions. (c) This form of YECiprocity Gan teste, 
in the absence of the possession of market power by either firm. 
Ferguson makes this point when he says, "The fact that YECLprocacy 
is often practiced by firms without market power is strong 
evidence that there are legitimate reasons for the practice. 
(d) With coincidental, convenience, on casual friendship 
reciprocity one would not observe a firm paying more than Market 
price (or accepting lower than the competitive level of quality 

or service) for its inputs. For a comparison of the various types 
of reciprocity see Table 4, page 30. 
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Hortatory Reciprocity 


In this type of reciprocity we recognize that Firm A tries 
to use the fact that it is also a purchaser of Firm B's output in 


making sales to, Pirm Bs “In this context reciprocity ms a marketing 
tool; it is used by individual salesmen "to get their foot in the 
door of potential customers"; but, Steiner continues; Eherewis 


"no credible threat of retaliation if their plea is rejected."°*°* 


Ferguson puts it this way, "Possibly these are only suggestions 
by one company that simple justice requires that the other should 


chp em 


buy from the first in view of the first company's purchases from 
sy ea Harsha points out that where this type of overture is 
accepted such reciprocal dealing becomes "a mutual agreement 
whereby each company reciprocally agECeS "CO billy Lrometherotiern es 
steiner notes that examples of aggressive behaviour by salesmen 
pepo eved as Support of the contention that coercive 


BocipLOcity is being attempted while the latter ie defined as 
"Mere examples of salesmen's zeal, "38 


Kaapcke describes the problem of when a company utilizes 
Sales data to decide on where to place its purchases and how 
such data can be utilized in hortatory LECIDLOCI ty. 


+.-I think that marketing executives may consider 

the company's purchases and review purchasing figures 
for the limited purpose of identifying likely sales 
prospects among those who are suppliers to the 
company. But salesmen being the gung-ho types that 
they are, I would suggest one not give these figures 
LO actual Salesmen in the field; because the salesman, 
of course, will use any entree that he has or any 
eaLouments that he can contrive in order to Ery to 
gain his sales objective. Salesmen have to be like 
that or they wouldn't be successful.®? 


Gouldner argues that in social relationships the norm of 
reciprocity is as universal and as important as the incest 
taboo. Even in the context of the supposedly impersonal 
market, a salesman's exhortation to reciprocate may be a useful 
selling tool. Where it cannot be backed up by changes in 
purchases, it still may be able to affect a sale when price, 


faMeicyy. and service factors are adentical. The point Visiorcen 
put this way, "What's wrong with buying from a customer under 
such circumstances?" As one executive puts 1t,, «What; kand) of 


igvould you be 1f you didnt eee" 


Certain elements of what is referred to as "trade relations" 
would appear to come under the label hortatory reciprocity. 
While trade relations is often just a euphemism for organized or 
systematic reciprocity,” its defenders emphasize the intelligence 
and diplomatic functions of a trade relations department. 
In particular the emphasis is on obtaining access for salesmen 
through high level contacts so they can "tell their story". 
An article in Fortune states, "The T.R.'s first concern is to 
make certain that '‘friendly' companies--by which he means 
companies that his organization buys from-- include his firm as a 
possible supplier on their purchasing lists. With many multi- 
layered and multidivisional companies turning out, a profusion of 
peoaucts, that. 1S (not always easy to ascertain. Trade 
relations men, the article continues, "have served their most 
important purpose after they have won an equitable hearing fou 
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their company."** Garrison and Hooker emphasize the diplomatic 


function, viewing the trade relations manager as “the ambassador 
of his corporation." *° As such, he iS 4 “mender*>of fences {bur 
"it is also his responsibility to use his contacts and ae 
acquaintances to open the way for his company’s sales force.” 

To the extent that these activities are performed without, the 
express or implied use of the company's purchasing data to sell 
to suppliers, they may be included in this typé of reciprocity. 
However, when a company systematically collects data indica teng 
its purchases by supplier, makes such data available to the trade 
relations and/or sales officials, it is too Much LO. aAcietc 
believe it is not being used to at least remind sales prospects 
of the extent to the sellers purchases and in that way to apply 
pressure to engage in VECLDLOSLEY. 


Can we really distinguish hortatory reciprocity Peonverver, 
subtle form of implicit coercive reciprocity? The main element 
is that in hortatory reciprocity there is no threat or ACE OUmCS 
back up the urging for reciprocal dealing. , Second, 1 16) dsualiy 
casual, intermittant and unsystematic; relying “more for 1ts 
implementation on the individual salesman than on company policy. 


Third, unexploited market power may or may not exX1 Soa eee oEeees 
exist there is no conscious corporate use of such power in the 
sense of making purchases conditional upon sales. FOUrGCa,p Uie 


prices paid for inputs will not be above the competitive level. 
Compared to coincidental reciprocity, there is a conscLousness 
as to the existence of actual or potential reciprocal dealing, 
and although there may be market power there is no credibde 
threat to utilize it. (See Table 4, page 30.) 


Consensual or Contractual Reciprociry 


This type of reciprocity occurs when both parties to the 
arrangement find it beneficial to engage in reciprocal dealing 
with each other. Steiner argues that, “sometimes this sort of 
reciprocity follows recognition by both parties that are real 
economies to be had in avoiding selling and purchasing expenses 
and in assuring stable supplies and sales, sometimes it is purely 
Mere ra k.4 


Vanderstar describes consensual reciprocity (although he 
doesn't use the the term) which he says, “occurs where neither 
company is significantly larger nor more powerful than the other 
or where neither is highly dependent upon the other's customer. 
However, the companies have grown accustomed to the mutual 
buyer-seller relationship and neither will work too hard to find 
an altérnative source for the product it buys from the other ‘ 


The arvangement may be: formal, i,es,) expressea: twreetren 
contracts or it may simply take the form of an understanding 
that the two! fawms wel biselloto each: other.) Steiner sugges. 
that ‘Sin Wome - but Mot all wases'f ia ond Lt on Bsrinposedat ia: 


Pea 


Ene supplier will meet the price and 
alternative source of supply."5° 
reciprocal dealing is truly motiva 
transactions economies, 
quality, and service ter 
nature. 


quality of any oftered 

We would argue, that tt such 
ted by the search for 
deviations from competitive price, 

mS can only be of a episodic, short-term 


What John Narver reférs to as "convenience reciprocity” comes 
ender "this ‘type of reciprocal dealing. This occurs, Narver says, 
when, “I produce something I note that VOU Use. “YOu produce 
something that I can use. Why don't we simply trade with each 
other at the market price and that would save you some selling 
costs and it would save me some selling costs, save us some 
administrative costs, perhaps, no more, no less. As a result, 


Narver concludes that this type of Keciprocity Vs basica bby 
benign" in its impact. * 


What Keeshan describes as the courts' model of "mutual- 
Patronage reciprocity" should also be included in this Category. 
Firms voluntarily exchange sales on a Leguiar basis > this moder 
does not base the relationship on the exercise of leverage by one 
party; rather, both parties freely engage in EECA Proc tey An order 
to strengthen each other's position in their respective markets."53 
Picverstrengthen their positions, 4t as argued, by “denying other 
producers access to their business and allowing each effectively 
HOmeAGtare wi portion of its market."°* BUC, Keesha points OuLe 
to do this firms would be working against their own interests in 
allowing their input markets to become concentrated. In fact 
they would want to encourage new-entrant suppliers. He concludes 
Evacwwuere such reciprocity exists "it is probably performing 
functions other than preserving and strengthening each firm's 
market power."°° Keeshan offers four "more plausible explanations 
of reciprocity": as a means of avoiding restructures on pricing, 
aS an alternative method of generating goodwill, a technique to 
reduce selling costs, and a method to reduce financial 
Mncewca unity .° The last three seem most applicable to this type 
of reciprocal dealing. 


Dunne refers to mutual patronage reciprocity as an 
MedOuretLed reciprocity agreement” which "is an express agreement 
tComexrchange Products Or services. Jt Sis sexpressed, ac ee agnecw LG 
Ime trom you, and you agree to buy from me. "/- | Ferguson eand 
Harsha refer to the same thing when they talk of “an agreement 
whereby each company agrees to buy from the Oyenn erg hee Kaapcke 
mefers to “negotiated reciprocity as "reciprocal dealing which, 
without any suggestions of coercion or force, is based upon the 
communicated purpose, the condition between two eC AES SI that my 
purchases from you depend on your purchases from Noe Wie ene 
1967, he andicated that this “type Of ceciproci ty icewiere the 
real antitrust concern centers today."°? Handler also see ae 
One form of reciprocity as / iree ana voluntary mutual” patronage.” 
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He describes such behaviour as "innocuous" and “inveterate” for 
he argues that while we observe two purchases and two sales, 
each is “the product of free and independent decieron co: 

He points out that in his belief for the FTC in the Consolidated 
Foods case, une Salacutor-General "Goncedes that existing law 
does not touch such mutual patronage."°* in toe Cry aw icwee ere 
Solicitor-General said was, “Unilateral practices “are by 
definition not covered; and whether a mutual course of reciprocal 
dealing without explicit agreement igs consensual is, as in other 
areas, @ nopeless conundrum. "°° We would conclude that what 
Handler is really talking about 1s what we have called 
coincidental reciprocity. “Clearly, semantic confusion abounds. 


In the General Dynamics case Judge Canella said "mutual 
patronage reciprocity "occurs when both parties stand on equal 
footing with reference to purchasing power inter se; yer @gue- 
to purchase from one another.’°* tater in tae .judgmeniaieg1cco 
the point more strongly ; “with mutual patronage reciprocity... 
purchasing power is used by both parties as a sales generating 
device, although me. force 1s exerted from any puaetern: & 

Judge Canella was careful to insist that there must be an 
agreement to deal reciprocally rather than reciprocity to come 
aAboUL AS a result Gf one firm's Unilateral action to. purerase 
from a firm to whom it already Sali | He ‘did. this because 
Section 1 of the Sherman Act begins "Every contract, combination 
in the form of trust or otherwise, or conspiracy, in restraint 
of trade...." (see Appendix A). 


Can we really distinguish consensual or contractual 
reciprocrty from, the coercive o4 coincidental types? We offer 
the following points in support of the position that differences 
can be discerned: (a) While firms may possess unexploited 
monopoly power they do not seek to UtLlize it in making  salea-as 
is done in coercive reciprocity. Rather they seek eLficiencies 
in purchasing and selling through mutual patronage. (b) UniExe 
coincidental reciprocity, in the consensual variety the parties 
knowingly seek out reciprocal arrangements that will be 
beneficial without resort to their "purchasing leverage". Such 
arrangements may involve written contracts, but they may also 
simply be understandings of continued mutual patronage so long 
as it remains beneficial for both parties. As one lawyer has 
remarked, "It is not likely that reciprocity dealings can 
easily be reduced to contract forms, Written or orale 
(c) It is highly unlikely that consensual reciprocity will be 
associated with the carefully planned systematic efforts at 
reciprocity usually associated with coercive reciprocity. 

While purchases and sales may be conditional upon one another, 
they are so because only in that way can the joint: economies) be 
achieved. In the typical coercive case, as we have noted, the 
conditional nature of the transaction is emphasized and in it 
one side seems to more clearly benefit than the other. 


me ey a 


(d) With mutual patronage or consensual Lec proc ty, sonia. 


purchase prices may be above the apparent alternatives, but this 
will be a short-term phenomenon or other elements of the deal 


Peer estabi lity of production or suppl 
corer ee ae pply) will outweigh this 


Pec 2 pLocitcy Bitect 


Reis ah ae proce! dealing coming under this category 
eet ifferent names. Apparently the term was 

y tne Department of Justice "to describe those 
Situations which do not technically involve reciprocal, purchasing 
PyEeabties, but where the purchasing power of the firm nevertheless 
causes others LO purchase from ft. [It] refers to the tendency of 
a firm desiring to sell to another company to channel its purchases 
Rete Dhet company. "°° The concept was recognized in the first of the 
modern ae OctLy cases, Consolidated Foods, although that term 
was not used. _ This definition gives rise to the concept of 
aia Oral. Leciprocity",. which appears to be a contradicticonwin 
terms. Dunne refers: to it. as unilateral on volunteer reciprocity. 
"It is the underlying scheme of purchases used to produce or 
pickeasce jsales. It is the implied idea of ‘If I buy fromeyou, 
Pshope that you will buy from me'."’° Ferguson and Harsha 
lescribe the practice as, "One company purchases from another, 
tacitly hoping that the other company will thereby reciprocate."”! 
Because, of the unilateral character of this activity, fPexnquson 
dismisses such activity as "irrelevant" because it "does not even 
ipvolve mutual purchases." ’* For this: reason, its usetulico 
follow Steiner's distinction between “unrequited” reciprocity, 
where "the larger purchaser is unmoved by the fact that some 
Suppliers or potential suppliers newly purchase from it", and 
frequated" reciprocity, where such advances are rewarded by a 
shifting of purchases. It doesn't seem too extreme to imagine a 
Deseseantatrust case involving unilateral 2,eciprocity pvuexe acne 
defendant argues that such reciprocity was "thrust upon" him by 
thersactions of the other (initiating) fLirm...,By amadvertanthy 
making purchases {or increasing the purchases) fromjpene yinibiacing 
firm the defendant gives the appearance of requiting the advance 
and entering into)a regulary reciprocal, relationshup.? -Steimex 
encucecethat.<' thas «reciprocity eifact". it requateaggus identical 
in effect to consensual reciprocity, although the initiating 
paccy may .be different."”* 


Backman is critical of the whole concept of reciprocity 
enrect. whe states: 


Such action is unilateral. There is neither pressure 
on, nor obligation by, the second Peete AO buy the 
products of the first. The Unmibacere | unreciprocated 
purchasing policy of a firm will not long be continued 
by businessmen who act rationally, unless the 
purchases are economically attractive on their merits. 
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Such unilateral purchases do not result in reciprocity 
and involve no market foreclosure. WHUS) er dOC on WoL 
adversely affect COMpPet LE LOgeent te Loony of 
‘reciprocity effecce™ rs exaggerated beyond all 
relationship to its possible economic importance. 


There are, however, some additional facets to reciprocity eriec 


Weston speaks of "spontaneous" reciprocity. By this vem, 
he vefers to the “contention,..Chat a large conglomerate buys in 
large volume from many firms, and sellers will spontaneously 
recognize that the buyer may shift his purchases if reciprocal 
transactions are oT made." ’° What Krash describes as 
‘masychologieal recipLocity |e srery similar. “It is the srtuatrou 


1 


where a firm has so much purchasing power that its suppliers. well 
act as if the firm has a reciprocity policy, cven if there is no 
PCa LOT 7Otn SON. Harvith refines the concept as "negative 
psychological reciprocity", in which "the suppliers conduct is 
aimed, not at increasing the big firms purchases from them, but 
at inducing the bag firm not co reduce those purchases...lor it 
eal aimed at inducing che big tir eo, cont auc TO purchase the 
present percentage of its total requirements of an item froma 


. Vad 
Sippl Ter. 


Vanderstar terms this type of reciprocity or attempt at 
Trecuprocity ds "apprehensive", 1.é6., “the small company apprehends 
or imagines that its position as a supplier of the large company 
will be more secure if 1% is also%a customer of the Lange 
company." 78s Keeshan describes FEGIPrOCrty CLrece as "defensive 
reciprocity". As he summarizes the theory as adopted in some 
U.¢. antitrust cases, "there is no overt attempt by A to Use iS 
buying power; rather, B is aware of A's leverage and channels 
his purchasing decision." While B's behaviour is voluntary, 
"this is actually a variant of coercive receprocity,, because > 
perceives A's buying power, and anticipating A's use of leverage, 
acts defensively."”” Keesham 1s cricucal Of thie theom. 

He lacks why would B, in effect, be willing to give Aa 
grabwitous pruce cut by anereacing its purchases from A where A 


has unexploited monopsony power.°” He also points out thatd 
series of assumptions must hold for such defensive reciprocity 
to make sense: A must be aware of his unused buying power and 


would just as soon divert purchases from B as bargain fora 
dixnéet price cut; further By muse anticipate, A'S. actiom by 
purchasing more from A; and further A's sales department must 
communicate the news of B's increased purchases of A's output 

to A's purchasing deparcment. Unlike Keeshan we do not find 
this so difficult to imagine. A may be blocked from obtaining a 
direct price cQt for its purchases [rom Bb, e@.¢., the market is 

a oligopoly and Bi cannot “se price discrimination.) Second, 
where A operates a systematic reciprocity program, communication 
between the sales and marketing departments is part of the 
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entire strategy. On the other hand, if A does not respond to’B's 
attempt to initiate reciprocity it is hard to imagine B 
continuing to forbear in its purchasing from A. In the three ITT 
cases it was argued that because of ITT's anti=reciprecity*posicy 
and organizational structure any attempts at unilateral 
reciprocity would be unrequited.®? This implies that the object 
Of the inducement to reciprocity must respond positively, i.e., 
by increasing its purchases from the initiator. Not so--all that 
1s necessary is that the firm-possess ine unexploited monopsony 
power continue to make its power credible in the eyes of the 
initiator. This may be effectively done by negative acts, i.e., 
by reducing its volume of purchases until the weaker firm responds 
Dyarecreasing its. purchases. 


Weston contends "the evidence in the leading cases on 
reciprocity [he cites Consolidated Foods, General Dynamics, and 
Ingersoll-Rand] ...suggests that overt action is necessary if 
reciprocal transactions are to be achieved."®8* As we shall see, 
me Uno. Courts have been willing to sustain the Justice 
Bepacement’s attack on reciprocity effect in at least three cases. 
To do so they have had to be willing to make the necessary 
inferences we have noted above. Judge Rosenberg in the 
Ingersoll-Rand case gave the strongest interpretation to 
reciprocity effect when he stated: 


..--Tne mere existence of this purchasing power might 
make its conscious employment toward this end [as a 
lever to maintain or to increase sales] unnecessary; 
the possession of the power is frequently sufficient, 
as sophisticated businessmen are quick to see the 
advantages in seeking the goodwill of the possessor.®° 


What are the hallmarks of reciprocity effect? First, it can 
have no meaning unless the dominant party has unexploited 
monopsony power and wishes to exercise it in an indirect fashion, 
ana that this fact is perceived by the tirm Ss suppliers. inva 
Sense, firms don't wait to be “coerced, they offer reciprocal 
exchanges. These need not be positively reciprocated sr acne im, 
the dominant firm in the relationship may make it clear that the 
"payment of such tribute" will prevent a diminution of) the 
existing volume of purchases from the less powerful partner. 
Second, it is clear from the first point that the continued 
existence or expansion of reciprocal exchanges is a conditional . 
arrangement. The minor partner recognizes that the dominant firms 
purchases are predicated on its sales to the minor partner. . 
Third, the dominant firm may not operate a systematic Pee EN 
Minor partners are aware of the dominant. fm, sspost ion 


rogram. firm 
me purchasing leverage. Fourth, almost by definition there is 
no formal agreement documenting the relationship. The exchanges 
involve only a tacit understanding. In their impact they may be 


1 = 
coercive in all but name, but no overt threats of pressGres ware 
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brought to bear. Finally, the prices (ceteris paribus) at which 
the minor partner makes its purchases may or may not be above 
those available from other suppliers. The dominant firm may 
utilize its market power not so much for increasing ts {profra 
but to obtain a more secure poSition and stability of sales. 
This point was made by Sir John Hicks, later a5Nobel jlaureatcue 
Economics, when he said, "The best of all monopoly profits ise 
diet lise.) 


ADDITIONAL) NOTES ON TYRES, OF REGIPROC LEY 


Throughout our discussion we have dealt with the case of 
reciprocal dealing between two firms or two firms and their 
affiliates. This has been referred to as primary or bilateral 
reciprocity. Obviously; reciprocal dealing cam be eonca ecu 
between three or even more independent firms (and their 
affiliated enterprises). Such forms of reciprocity are rererred 
to. as secondary, multilateral, or round-robin reciprocity. 
Stocking and Mueller describe an example of three-way reciprocity. 
“Tf firm A, a potential supplier of firm’ B, Ls buying maccrrae. 
from firm C, firm A may obtain B‘s busaness if 1t can persuade © 
to buy from B. Firm A may be able to do this By threaten tae. 
withdraw its patronage from C unless C submits to the 
arrangement."°’ In the Ingersoll-Rand case°® it was argued, thar 
a manufacturer of coal mining (A) might bring pressure to bear 
on its supplier of steel (C) in order to have C influence its 
supplier of coal (B) to purchase its’ mining machinery from A, 
This can be represented in Chart 2 below. 


CHART 2 
RECIPROCAL DEALING INVOLVING THREE FIRMS 


Firm A 


Mining Machinery Manufacturer 


steel 


Firm sc 


coal mining machinery Steel Manufacturer 


Coa }. 


Firm B 


Coal Mining Company 


It seems apparent that when more than three distinct entities are 
involved the chains of reciprocal buying pressure become 
inordinately indirect and complicated. 


. Second, throughout our discussion we have described vertical 
reciprocity, 1.e., where Firm A uses the output of Frim B as an 
input and vice versa. Betty Bock points out that there is also 
Boer zoutal reciprocity. In this Situation, companies buy from 
and sell to each other to round out their inventories or produce 
dines. She cites the case Spalding and Rawlings, the first- and 
fourth-ranked firms in the sports equipment industry. While both 
were found to be long-line companies, it was also found that they 
bought and sold equipment from other manufacturers for resale 
under their own brand names, since each manufactured only a 
peiited set of the lines it sold.*? She notes that “a second type 
of horizontal reciprocity occurs in the case of occasional 'swaps' 
or borrowing and lending of materials or end products that goes 
on among companies using Similar materials and/or manufacturing 
pimilar lines."°" The obvious example is the integrated oil 
companies who exchange both crude and refined products in 
different geographic markets. 


CHAPTER 4 
THE EXTENT OF RECIPROCAL DEALING: 
$e EEE VPEALING 
THE EMPIRICAL EVIDENCE 
ee ee 


peor procal dealing by businessmen me) an anasenalanadenine 
nonored practice. That is not surprising since, in its original 
and still most common form, it is the practice of raking syour 
business to those who bring their business to VYOUSe siti gus 
variously spoken of as “mutual backscratching", "doing business 
wath friends", or in the Hawaiian tongue, "“Hoomalemale", which 
has been translated as "you tickle me and Te eicies vous: 


EARLY REFERENCES 


While reciprocal dealing is probably as old as~busaness 
itself, wea s actually been dated as far back as the times of 
mae Phoenician traders. Milton Handler, a student of medieval 
history as well as a prominent antitrust lawyer and teacher in 
the U.S., has found identical ordiances that unconditionally 
forbid guild members from patronizing their customers for each 
Seeehe three craft guilds engaged in making arrows (fletchers), 
bows (bowyers), and bowstrings (Stringers). He also found a 
number of cases dealing with interpretation of the guild's 
regulacions by the guild courts. For example, in 1415 a fletoener 
complained that there was only one stringer in Tpswich,. and thee 
Uptese ue ban on trading witha customer Wwasiwdafited aime 
stringless bow would leave him defenceless against attack by 
enemies both human and animal. The majority held that a rule of 
meeson must be applied: in this’ Gase. As Handler puts oo, 

obne “court felt that the social interest an prohibiting, back— 
scratching must yield to the higher right of the individual to 
bearrvarms for his own protection.” dm a "blistering dissent" 
the minority held that, "the ban on customer trading meant 
emactiy, what it said and should be enforced with scraptura! 
exactitude." ° in another case, in Newcastle, "there were two 
Stringers, but both were customers, of the same fletchers,, whose 
arrows, because of their superior quality, were much sought after 
weesince there was no coercion and the Sale of arrows Was foe 
conditvonal on the purchase, of bowstrings, Om vice versa,jeeic 
Couru ssounG no wiolation. 


Handler also found 2instances, of complaints mader ro themed 
Wwecdens indicating thet “certain ~letenerssiacibecn over- 
aggressive, refusing to buy dows unless the bowyens neciprocated 
by purchasing the fletchers' arrows." He notes that=such 
conduct was "uniformly condemned" by the guilds and the offenders 
threatened with explusion fcr their efforts at reciprocal dealings. 


Obviously the practice of reciprocal dealing was known to 
the patron saint of all economists, Adam Smith. In his Wealth of 
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Nations, originally published in 1776, he inveighed against the 
practice, saying, 


It is the most underling tradesmen only who make it 

a rule to employ chiefly their own customers. 

A great trader purchases his goods always where they 
are cheapest and best, without regard to-any Puctle 

interest of this kind.’ 


U.S. TURN OF THE CENTURY 


In terms of time we must make another gigantic Leap as we 
trace the indirect evidence of reciprocal dealing through, the 
academic and professional literature. We now draw from 
F. R. Finney's dissertation in which he traced discussions of 
reciprocity in the marketing and purchasing literature back to 
just after the start of this century.'° The first mention he was 
able to find, a one-paragraph treatment, was in a book on 
purchasing published in 1915.** He indicates the FAYret 
substantial treatment, which described the advantages of 
reciprocity, was in a purchasing text published in 1923645 
Finney notes that even the early books on purchasing or procurement 
for railroads (e.g., 1880, 1911) did not mention ~eciprociey. 
Similarly two major general purchasing texts published in 1928 did 
not include any discussion of reciprocal buying.'* Finney makes 
an interesting observation about his review of the early literature, 


"There are many more books on marketing and selling than on 
purchasing, yet it is remarkable to find that references to 
reciprocal dealing in marketing books are fewer than in purchasing 
books--remarkable only because all authors agree that reciprocity 
is a sales strategy, not a procuremen: one..." 


He notes that the first reference in a marketing or sales 
text did not occur until 1931 and that was a two-page treatement 
which generally condemned it as a sales or purchasing technique 
while admitting that the practice was quite extensive.“ = Iwo 
marketing texts published in 1932 made only brief reference to 
reciprocity. 


Returning to the purchasing literature in the form of 
articles in the trade or academic journals, Finney states: 


...more than a dozen comments on reciprocity appeared 
just before and just after the court cases (one in 
1931 and one in 1932) and the I.C.C. hearnings in the 
early 1930s. “After this’ period interes’ must have 
waned, as almost nothing was written for publication 
ima periodical tor the next twenty-rive’ years. 
Activity began in the late -1950's.7. 2 * 
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In general these articles condemned reciprocals dealing: aca 
poor business practice.'® ‘Then, Finney says: 


Came Tl 1933 Howard T. Lewis in the text Industrial 
Purchasing introduced what seems to have been the 
general attitude of purchasing agents toward the 
practice ever since; a rather ambivalent view 
which, Pwersimply, as that reciprocity is widely 
practised, it is seldom good and often bad), ut shas 
a definite unwholesome aura about it, but sometimes 
PE Can be a useful company strategy.*? 


With respect to the marketing literature, a text published 
in 1935 gave two pages to the subject of Keciprocity.-" | hinge, 
indicates that the texts of the L940" s, 1950's, and 1960". 
treatment of reciprocity was very brief, even offhand .-— Only one 
published in 1967 devoted as much as five pages to the subject.?? 
As for articles Finney"s survey disclosed virtually nothang untae. 
the late 1950's and very little in the way of articles until the 
mid-1960's.*" 


Finney states that most of the major purchasing texts’ dealt, 
until the early 1960's, briefly with the subject along the lines 
of Lewis' 1933 text cited above.?° Of the texts that he reviewed 
up to the early 1960's Finney notes, "not one of the entire group 
said anything about possible illegality under the antitrust 
twee - This was despite the fact that the FTC had declared 
reciprocal buying illegal in three cases in the 1930's. 


Bite) pe ONS 


We are getting ahead of a strict chronological development 
GCleete evidence on reciprocal dealing: ~ Late in 1932 the 
Interstate Commerce Commission published a report dealing with 
Ene practice of reciprocity by railroads and their customers. 
Mictinc.«. moLced that at was “quite a-<common practice for 
carriers to receive bids, and after determining the lowest bid 
to advise other bidders thereof, and then to divide purchases 
proportionately among those bidders who are willing to meet the 
lowest bid.’ The division is made according to the commercial 
tonnage of the respective bidders which has been or is about to 
be routed over the lines of the purchasing carrier." Loess 
evident trom the 1.C.C. report that reciprocal dealing was 
Organized and quite systematic in many cases, e.g., "Generally 
the purchasing department of a carrier keeps the traffic 
department advised currently of the firms from which purchases 
are made and the amount of money involved. This information is 
used in soliciting traffic. Some of the larger shippers send 
periodically to the various carriers a list or summary of the 
Smipments which they have routed only the respective Carrier 
lines. Such reports are usually followed by correspondence or 
personal solicitation with a view to influencing purchases." 
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It is obvious from this summary that both sides were playing the 
game. In the two early cases concerning reciprocity and the 
railroads, Waugh Equipment CEO Sm) and Mechanical Manufacturing 
(1932) ° Ss, thesting iatave tor reciprocal dealing came from the 
shippers, meat packers in DOGHE Cases. 


The 1-C.c. concluded that reciprocity was increasing between 
railroads and their shippers: "Although the manufacturers and 
dealers have insisted for many years that the carriers recognize 
their patronage in awarding purchases the practice became much 
more general in the past few yearoule Perhaps the Depression 


induced shippers to stress reciprocity as a means to maintain 
their falling output. 


The P.o.<Ce stared thav “practically alllof Ene witnesses 
testified that traffic was given consideration in awarding 
purchases only when 'orice, qualiley,yand service' are equal." 

The documentary evidence did not support this contention. 

The "correspondence between the traffic and purchasing departments 
discloses no such, GUelifical~on..-. 22 (pie Commission concluded 
that, if what we call the ceteris paribus conditions were enforced, 
it was only because purchasing officers had "sufficient authority 
to adhere to the policy regardless of the expressed or implied 
inceistence of the traffic department.” While it was generally 
denied that carriers paid a premium for certain purchases from 
shippers; “there were disclosed instances where such higher 
prices were paid for Lraffie reasons." /The BIC 20s alcog e740 
inetances of diversion of traffic in response to reciproecat 
dealing or the failure to engage in reciprocity. ”® The D.C re. 
concluded that reciprocity, "sound and logical when indulged in 
strictly private business, becomes a matter of concern when 
transplanted to a quasi public enterprise because the waste 
incurred thereby becomes a liability for which the public muses 
pays | As the J.C .Cy saw it, reciprocal ‘dealing “is extremely 
unfortunate and burdensome because it causes a shi fhing tecies 
than an increase in traffic. Stated otherwise, it succeeds only 
in making the handling of existing traffic more expensive. | 

The I.C.C. recommended that competitive bidding be required for 
all ravlroad purchases and that the carriers be required to award 
the entire contract to the low bidder. The Commission also 
recommended that shippers no longer be allowed to specify, the 
Poute Over which their shipments be transported: 


Hotlowing ie ..C.0. SG reper. ond he Three SUCCESSLIUL Cases 
brought by the Federal Trade Commission in 1031, 1922). end, a 
one of the very few articles on reciprocity, and almost certainly 
the only empirical article, for the next two decades was 
Howard T. Lewis paper published in 1938.*' His sample contained 
251 firms and he obtained replies from 176 purchasing officers, 

43 sales managers, and 32 general management SexecUlives. 
He indicated that "to a greater or lesser degree reciprocity 1s 
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found in nedarilyvevery type of manufacturing (business acmwelll as 

Moe Oemking institutions and insurance, ‘pub bic siciahity), 
transportation, and construction companies."*? With respect to 
the manufacturing sector "it appears to be particularity 

prominent among manufacturers of machinery and other iron and 
eeee Products, electrical supplies, paper and printing, chemicals 


(including paints), and non-ferrous metals, petroleum and 
mubber ." 


Of the respondents, 41 percent of sales executives and 
62 percent of the general management executives favored reciprocal 
dealing as a policy. Some 82 percent of those in favor endorsed 
BeeiprOcity as a means of obtaining “a share in a company's 
volume of purchases when (its) price and quality are 


sae wi 5 : eae 
competitive." The remainder, 18 percent, indicated they would 
use reciprocity to increase their own sales even when prices 
were “somewhat higher than competitor's." Two-thirds of those 


BavoOoring the use of reciprocity on a cetéris paribus basis saweat 
as a means of obtaining "an interview for salesmen when an 
interview would not otherwise be granted, This argument is 
one of the cornerstones of the trade relations functions-- 
POvreming access” so the firm ‘can “tell ate story. 


Lewis found 44 percent of the purchasing officers' replies 
indicated that their firms engaged in three-way or even more 
complicated forms of what has been called round-robin 
reciprocity.'’ He gave three extended examples of how such 
arrangements can work in practice. Surprisingly, Lewis does not 
give the percentage of purchasing agents, who constituted 
70 percent of his sample, whose firms engaged in any form of 
weciprocal dealing. 


With respect to the question, "Do you have a definite 
procedure for handling reciprocal purchases and Sales?", some 
70 percent of the purchasing agents replied, UN ONS Further, 
55 percent of the purchasing agents replied, “that” they carried 
on no special accounting that indicates the extent to which 
reciprocal purchasing results in extra material COStS.)) 
One-half the purchasing officers indicated that the locus .O© 
decision-making as to reciprocal dealings rested with themselves 
and the sales manager jointly, 6 percent said the sales 
manager alone, 14 percent with some other executive, and - 
Mme cent said 1t rested, with a special committee or department. 
We shall see in later studies and in the U.S. cases that the . 
control over reciprocal dealing resided with top level executives 
rather than the sales and/or purchasing executives. Trade 
relations departments to coordinate reciprocal dealing were in 
Bo ahences in. the. 1930's... Lewis, states, 7A good many companies 
have set up similar departments. ..designed to deal with 
Reciprocity as a-real and distinct issue as well as to centralize 
fee eontrol. itis probably Sauce tOnsaye Chat there is a definite 


rena in this direction." 
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Whatever the extent of reciprocity, Lewis found businessmen 
extremely reticent about the issue: 


Some deny that their companies practice vi Ly eVve ima 
the face of a common knowledge to the contrary. 
Others deny it publicly, but will occasionally admit 
in confidence that they do follow it, and even 
describe in considerable detail their method of 
handling the problem. Still others, although they 
state quite frankly that they Nave sdchita DOMICy], 
refuse to discuss even the general organization and 
procedure for handling the problem.>? 


THE LOSOLS 


In March 1954 Neuhoff and Thompson published the results of 
a survey of 163 companies ii ine Coe The Téciproci cy vorrcies 
of the companies fell into three categories: 


1. “Reciprocity as a deliberate Sales tool"--less than 
one-fifth of the sample were put into this category. "Many 
executives who report that reciprocity is a company polacy Stace 
that they are not happy with the arrangement. These men say 
that their companies are involved in reciprocal arrangements 
merely as a defense and would not engage in the practices: ey 
were not forced to string along, either by custom of the INGUSELY 
or pressure from customers." 5* The authors point out that even 
where it is a company policy, reciprocity is "used with 
considerable discretion" and it is “rarely the dominant factor 
in any transaction.” °° Most tor “fhe firms in this cateccu, 
"report that reciprocal buying and selling effects only a small 
part ef their business,” -” 


Do, “Reciprocity Or, MOre “accurately, ‘favoring one"s friends: 
enters the picture when all other factors are equal”--some 
60 percent of the sample were placed in this category by Neuhore 
and ‘Thompson. For such firms, “each transaction is treated ‘on 
its own merits and reciprocity enters the picture only as a 
result of the natural desire to establish and maintain friendly 
relations with people with whom business is done...Formal polte1Les 
on the subject usually do not exist."°’A steel executive's 
words appear to summarize the approach of the firms placed’ in chia 
Category: "Reciprocity...is a desirable practice as long as the 
purchases are based on price, quality, and service being equal... 
[the] discounts to us are the same from all mill and mine houses 
_..I1f their service is not competitive we will quit purchasing 
from chem. '°: 


3) "Neither reciprocity nor friendship consciously onrers 
any. sales, transaction —--one=finth Of Loe Liems: in ene seam te 
wanted both their sales and their purchasing transactions to be 
based on merit alone."°? In some cases firms adopted this 


AON. 


Stance because "reciprocity has no 
Others were of the view, "We would 
One might say that the latter were 


place in business” while 
Lf wecould bute we canter’ 
pure, Tor lack of opportunity. 


While a diversity of policies toward reciprocity were 
observed, etie great majority of the 163 reporting executives 
believe that making sales on the grounds of reciprocity alone 
stifles competition and runs against the grain of the free 
enterprise system."® Even the companies that practice 
reciprocal dealing "often criticize it",®? 


In terms of the responsibility for administering FeCl procad: 
dealing, Neuhoff and Thompson indicate that in about one-third 
of the reporting companies it is handled jointly by sales and 
purchasing executives. Sales and purchasing executives alone 
were responsible in one-quarter of the companies, and in the 
remainder reciprocity was handled through top management 
committees.° Compared to Lewis' 1938 paper, we notice somewhat 
closer coordination between purchasing and sales executives in 
Ehe-administration of reciprocal dealing. 


Perhaps one of the most frequently cited papers on both the 
Paeory Of reciprocity and its extent in ‘the United Statés ds one 
published in 1957 by Stocking and Mueller.®* After briefly 
fevtewang Lewis’ results, the I.C.C. report and the three FIC 
Cases in the 1930's, Stocking and Mueller provide considerable 
evidence of the nature and extent of reciprocal dealing by 
du Pont from the 1920's through World War II. Apparently some 
executives of du Pont wanted to use that company's connection 
with General Motors to combine the purchasing/selling capabilities 
of the two giants. However, this was apparently not a highly 
successful strategy.®® The paper also documents the reciprocal 
dealings of the United States Rubber Company from the late 1920's 
Eerougi world War Il. Apparently as late: as 1953 that company 
Hagmaneective reciprocity programs6® Also discussed 1s ithe 
preferential treatment du Pont and U.S. Rubber accorded each 
other in buying and selling.°’ Finally the two authors look at 
the extent to which General Motors engaged in reciprocal dealing 
--with particular reference to G.M.'s rapid growth to dominance 
iuechesdiese! electric locomotive field: 


THE 960" S 


For evidence of the extent of reciprocal dealing in the 
Unitea States, the most frequently cited article is one that 
appeared in Purchasing in 196l. This trade journal, surveyed 
1,000 purchasing agents, 1,000 sales managers, and about 
200 directors of trade relations. The statistical findings 
were based on replies from 300 purchasing agents.” Fifty-one 
percent of the sample replied, "yes" to the question, is 
reciprocity (or trade relations) a factor 1n buyer-seller 
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relations in your company?" The proportion answering "ves" 
increased from 46 percent for those with sales volume o£ under 
CHO! Gis Onm sO 6 2.eercent tm thee SLO ai Pom co S50 ai bom 
range to 78 percent in the over $50 million range. One hundred 
percene OF (tiie samplc indicated that reciprocity was ay2aerc: 
in the chemical, petroleum, iron and steel, and other basic 


Pas qoeeriad anduseries. im icon and steel, 40 percent of the 
purchasing agents indicated that over 30 percent of their sales 
volume came from their company's suppliers. In chemicals, 


petroleum and other process industries, 16 percent of the 
purchasing agents said suppliers accounted for more ged gic vi 
20 percent Gt their sales. For the total sample 64 percent said 
sales =O suppluers accounted Tor under 5 percent of total sales. 


One-quarter of the total sample indicated their faving 
been involved in "secondary trade relations problems 2 
Tn miscellaneous nonmetallic products the percentage was 40 percent 
in chemicals, petroleum and other process industries it was 
64 percent, and in iron and eteel Vt was 38’ percenc: 
The proportion involved in secondary trade relations activities 
PHoreascd with size: 20 percent for firms with sales under 
Si mie ien . 2S. percent 2Oo ehoge in che 10 million to 350 mii iive 
range to 41 percent with sales of over S50 mae 


Sloane's survey supports the often repeated point thae 
recession and excess capacity, particularly in capital industries, 
is a spur to reciprocal dealing as a means of maintaining Sales. 
He states, "During the 1960-61 recession--as in previous postwar 
slumps--salesmen and their sales managers exerted heavy trade 
relations pressures on purchasing agents as a way to increase 
sales volume. One trend that was particularly noticeable last 
year and early in 1961 was the use of purchasing agents to help 
sell their company's prod ue usd = Thirty-five percent oneeke 
sample indicated that in recent months they Had: Noticed ae 
increase in trade relations problems because of excess capacity 
or declining sales. In chemicals, petroleum and other processes 
the proportion was 63 percent; in iron and steel it was 629 percent. 
Some 62 percent of the sample indicated their company's purchasing 
agents "mention company products to suppliers” to asadiei ia: 
soliciting business. Twenty-six percent "provide lists of 
Supolacrs by collay volume.” In chemicals, petroleum and other 
process industries the proportions were 71 percent and /lpenecene 
respectively (respondents could give more than one answer), and an 
iron and steel hey were 63 percent and 39 percent respectively. 
Most writers agree that it is the provision of detailed purchase 
data by supplier to the sales department together with contacts 
between the two firms wishing to engage in reciprocity that 1s 
the Hallmark of systematic reciprocity. Finney, in an article 
drawn from his Ph.D. thesis on reciprocity, puts Pe ellis way: 

W4f trade yvelations as practised by a given firm requires ENe luce 
of purchasing data, the firm is engaged in organized reciprocity. 
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If purchasing data is not required by its trade relations office 
many way, the firm is not Practicing, reciprocity, I know of 


no eteeias relations departments presently. Funct toning pin, the watbrer 
manner. 


i Obviously mecipuoce ly dealing, perhaps even systematic 
Toe Proc. ty can gO on without a trade relations department. 
Oni 4 percent of all companies taking part in the study report 


having separate trade relations departments. The figure doubles 
Perims with sales. over $50 mililion.!7” © ad «tne: eame time the 
eecuGwmustates;, "More than 200 major industrial companies Bave 


meaceeelations departments."’° Apparently the Trade Relations 
Association had its beginnings in 1960 when a group of trade 
relations executives had an informal meeting in Whiteface, N.Y. 
Sloane states, "Around 60 representatives from many of the 

nation's largest companies assembled for a one-day trade relations 
Forum.” Sloane also indicates that the American Management Associa- 
tion had an "exploratory closed-door session" on the trade relations 
BUNGCELON at about the same time,’’ Finney states that the 
Association was formed in December of 1962.78 A Fortune article 
published in 1965 stated that the Trade Relations Association 

mas formed at the informal suggestion of a Federal Trade Commission 
lawyer attending a meeting of the A.M.A.’73 in any sevent, by 1963 
eieecne Association's annual meeting, 118 firms sent 
representatives. °*° Edwards indicates that "of the firms 
represented, 105 were among the thousand largest manufacturing 
enterprises, as measured by sales; 90 were among the 500 largest; 
and 52 were among the 200 largest. The Association's board of 
governers consisted of officials from 9 firms, all among the 

200s largest, teach of which produced products ian fromesZ cogil s 
product classes," 


The indirect evidence suggests that reciprocal dealing, as 
emicenced iby ‘the growth of the trade relations function, jexpanced 
Citmanguthe 1960%s,, In the Fortune article referred scoveaboveswe 
euertola, '"...about 70 percent of the companies on fortunes 
500 list now employ managers whom they euphemistically call 
herade relations men', and who adroitily, and more or decsmopeniy,” 
Conouct reciprocal affairs.” They go: on to point our that siya! 
some industries such as oil, steel and banking, “reciprocity 


beliongs, to a traditional way of life") 


At that time the authors indicate that the Trade Relations 
Association had 141 members from 135 large companies. 
The Resociation also “has a large platoon of nonmembers including 
tne trade relations men from U,S.. Steel, Sheli Ol, and Goa 
Such nonmembers may show up at a gathering to meet friends and 
Givicwaovice, but theyraten +t there officially "--even if their 
cComeanies pay for therm hotel ba.vis: 


An article published in Sales Management in February 1967 
places the membership in the Trade Relations Association at bo OMe 
Tt also indicates that within the Association 43 percent of the 
top 500 companies are represented.°” One executive, a member of 
the Association, 422 quoted as saying that. 7s percene or the trade 
relations men come from the sales and marketing functions and thar 
the average member company has had a trade relations department 
for from three to five years. 


In September 1968, Dun's Review cites an FTC spokesman as 
Saying, that under various guises 80 percent of the largest 
corporations in the U.S. and a number of medium- and smaller-sized 
ones had trade relations departments. The president of the 
Trade Relations Association is quoted as saying the number of 
trade relations departments in U.S. Corporations had. increased 
"by about 25 percent” over Ulie previous five years. Having 
reviewed the government's increased activity against organized 
and systematic reciprocal dealing, the author of the article 
formulates the problem this way: 


But can reciprocity be eliminated by government edict? 
Joseph Kennedy of the Trade Relations Association 
thinks not. He shrugs: "They will go underground. 
People want to do business with friends."°” 


In the August, 1967 edition of the Journal of Purchasing, 
Jack R. Dauner published the results of his survey of icine 
purchasing agents of 72 firms in 22 Standard Industrial 
Classification two-digit industries in the St. Louis area. 
Twenty-three of the firms had sales of $1 million to °S$o-9 7mitiion 
while 30 had sales of S100 million or more. “Iworthinds, oF the 
firms were contained in six of the two-digit groups: fabricated 
metal products, transportation equipment, chemicals and allied 
products, electrical machinery, food and kindred products, and 
primary metals industries. Dauner states, "This very closely 


resembles the ranking of these same groups in the 1964 Annual 
Survey of Manufacturers". ” 


Forty-three percent of the purchasing agents stated they 
believed reciprocity had moderately or greatly increased since 
the early 1960's.. Twenty-nine percent indicated there had been 
no change, and eleven percent stated that the use of reciprocal 
dealing had Jevelled off since the carly 1960's. Only l.4 percent 
said there had been a noticeable decline (15.2 percent of the 
sample gave no response) .”” Like previous researchers Dauner 
found that "the extreme sensitivity of the subject [reciprocity] 
was evident", yet be refused to watfile behind; the euphemism of 
the term 'trade relations', and his questionnaire was labelled 
Reciprocity Study.’ Dauner indicates that. a majority of his 
respondents defined the term reciprocity along the following 


Benes: § Buying from those who b Ldi 
uy from you FOVidan LVce 
quality, and service are competitive,"2?4 fil se 


Why does a company use LECT procdtye: /aie rome wa percentage 
Sferespondents: agreed with the reasons set out below:? 


Peeceoe Capacity” 93.1 percent 


piss reduce per Unie cost" 88.9 percent 
oe increase incremental profit" 86.1 percent 
Case of selling--fewer accounts" 80.6 percent 


Pirelew jms t.Over half: (37 of J2\e or dhe purchasing agents 
indicate they thought a company should have a stated policy on 
reciprocity, Only 38 percent of those responding in the affirma- 
tive operated under any form of policy, and for thei mostoeam: 
Such policies were unwritten.°® Sixty-eight percent of the 
respondents wanted approval of reciprocal dealina to bemthe 


responsibility of top management. Forty percent wanted it placed 
in the hands of the president.®’ Only 8.3 percent of the firms 
in the survey had a director of trade relations by that name. At 


least as frequently, Dauner found, the policy was coordinated by 

a vice president or the president.°® Dauner also found widespread 
misgivings about the ethics of reciprocity. ?° The desire of 

the purchasing agents to have clear company policies and to have 
senior executives take the responsibility for reciprocal dealing 
is evidence of their ethical ambivalence or severe discomfort. 
Even those who argue reciprocity is ethical do so defensively. 

One reads their words and the phrase "Methinks he doth protest 

too much" comes to mind. 


Dauner's respondents saw both advantages and disadvantages 
in reciprocal dealing. He states, "By far the most frequently 
mentioned advantage of a reciprocity program was the potential 
Contribution to overall corporate sales and profitss™ °“s) pic— 
advantages centered around "the tendency to decrease competition," 
"the tendency to produce higher prices," presumably in purchas- 
Mig and “the tendency. to. restrict: the, purchasing fumcticnae.. = 


Although the proportion of nonresponses was higher for 
these questions than others, from the data provided, Dauner 
found that the "mean percent of sales resulting from reciprocity 
Wase established at §&.5 percent white the imeanywpercent tor spun 
chases was pegged at 12.6 percent."’** 


Thirty-nine percent of Dauner's sample indicated they . 
thought teciprocal dealing would increase moderately or greatly in 
the five years following the survey. Thirty-two percent believed 
it would remain the same while 6.9 percent thought there would be 
a noticeable decline./°? "Though the term and practice are gen- 
erally disliked by the business community, the purchasing agents 
indicated that the practice of reciprocity would continue to 
grow even with increased pressures from the Federal Trade 


- 53 - 


Commission and the Justice Department." '°* Officials in Washington 
concluded differently after the flurry of activity against 
reciprocity im the Late 1960's and early 1970's. They suggested 

that the relative ease with which they obtained consent decrees 

With almoce enree dozen corporations and the very few litigated cases 
concerning systematic reciprocal dealing indicates that sene 

practice was, nOt Very Valuable tovate practitioner] if) peewas 
abandoned so easily. 


Pinney, ia the preparation of his thesis, considered and 
rejected any attempt to Gather quantitative data from “a large 
Sanole by) tne use of questionnaires ~ for the reason brought out so 
Clearly by the discrepancy between written and spoken reports on 
reciprocal dealing." He continues, "Businessmen are reluctant to 
put in writing facts which might very well be embarrassing or even 
dangerous. They hesitate to do so candidly on this subject even 
not entitieds’ °° (in Nis seudy Pitney conducted personal 
interviews with approximately 30 business executives. °° 
The divergence between their written views and the information 
obtained by interview was greatest for Sales and marketing 
executives rather than purchasing executives. 


On the basis of his admittealy limited sample Finney found 
reciprocal dealing was widespread. 


Every company interviewed which marketed in the 
Sndustrial field (even partly) practiced 
reciprocity to some degree. Most of the companies 
interviewed had been purposely selected from 
industries which were in a position to practtce 
reciprocal dealing and included representative 
companies in shipping, railroading, chemicals, 
petroleum, basic metals, rubber, banking, heavy 
machinery, paper and packaging, printing inks, 
plastics, and miscellaneous industrial equipment. 
Bye the greater proportion consciously used 
reciprocity as a sales strategy. 


Finney continues, "Those who did not use the argument of 
reciprocal buying as a sales strategy where applicable refrained 
either because the benefits would be too Sia Lily or, nore 
importantly, because they felt it was illegal under thevant1— 
trMet. laws and avoi1dea 1b out of Caution... Me 


In 1969 the Federal Trade Commission published its lengthy 
Staff Report on Corporate Mergers. In Chapter 6 of the Repore 
74 pages are devoted to an analysis of “business reciprocity’ 
in which strong conclusions as to the anti-competitive effects 
Gf reciprocity are ‘drawn. : In drawing its conclusions the Pile 
did not conduct or commission any new research into the extent 
and/or impact Of reciprocal dealing in the United States. 


Ae 


As evidence of the extent of reciprocity the Report cited the 
1965 BoBtuns article, the 1961 Purchasing survey and the Waugh 
Equipment case all of which we have referred to above.!!! 

In addition, it referred to the practice of reciprocity on tne 


alleged practice of reciprocity by about 40 firms. The following 
Were cited: 


1. Four conglomerate merger cases in which FeCl procity 
was a factor; White Consolidated-Allis Chalmers, 
Northwest Industries-Goodrich, Nit=Hatrtrordraccand 
LTV-Jones & Laughlin.!!2 


2. Four companies from which the FTC had obtained 
assurances of voluntary compliance in respect of 
reciprocity: American Standard, Union Bag=-CampeCore.., 
PaEeCorp., and Chase Bag Cov): 


3. Thirteen corporations (unnamed) which the FTC had 


under investigation for apparent use of reciprocal 
dealing.'?" 


4. Fifteen companies listed in a recent court decision 
asypuvactising reciprocity Alcoa, DUPOnE, Cities 
Services|, Humble Oil, Monsanto, Pittsburgh Pilate 
Glass, Texaco, Goodrich Tire Co.) sEMC Corp, 
Reichold Chemical, Kerr-McGee, Allied Chemical, 
Amepiean Ob, Shell, and Tenneco. ~° 


5. Two corporations involved in Sherman Act reciprocity 


cases; U.S. Steel and General Tiree. 


6. Four more detailed case studies; General Dynamics, 
American Standard, GAF Corp., and the tire 
industry--principally General Tire.'?’ 


Paul McAvoy. wrote a Strong critique of the Reporte Sle ypoimnts 
out, as we have done, that there was "no information collected by 
the PrCcstafft on its [reciprocity sl general susesi1n srelatvionsaco 
mergers by the large 200 companies."''*® Although he is referring 
to the entire report his conclusions might also be ascribed to the 
treatment of reciprocal dealing: "This Merger Report is so 
scant in evidence, and the evidence so weakly supports the 
'reasons', that this committee one of sadly concludes that we do 
not know the competitive effects from large conglomerate 


1 Gk) 
mergers." 


In the latter half of 1969 or early in 19/0, as part of the 
evidence submitted in the ITT-Canteen case, 37 companies, 
described by the judge as "representing a cross-section of 
American business," gave sworn answers to questions regarding 
their policies toward reciprocal dealing. The following 22 
companies indicated they had Wetees DOLLS eaten 

nnellin urchases to customers | 
ee ape tacenente American Airlines, AMF, American Oil 
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Company, Atlantic-Richfield, C&H Sugar, Campbell Soup, Eastern 
Express, Humble Oil, IBM, Kraftco, Marcor (formerly Montgomery 
Ward), Mobil, Monsanto, Owen Illinois, Reynolds Metals, SCM Corp., 
Shell O11) “Union O1l, and Uniroyal. Another nine firms stated 
they had unwritten policies against reciprocity: Anheuser-Busch, 
Eastern Airlines, Fairmont Foods, Flintkote, Hershey Foods, 
Liggett & Myers, National Biscuit, Standard Brands, and Whirlpool. 
"While 6 of 37 companies stated that they had no general policy 
prohibiting reciprocal dealing, four of them answered "no" to a 
specific question asking if they would channel their purchases to 
Canteen in order to induce ITT to buy from thene 


HE oO 7 Odeo 
In Jesse W. Markham's study, Conglomerate Enterprise and 
Public Polacy, we find more systematic empirical evidence on 


reciprocal dealing. Markham drew his sample from the 1969 
Fortune 500 and 100 other corporations on a list of "The Associates 
of the Harvard Business School."!*'He received 211 usable responses 
to his survey, which appears to have been conducted GUI, sea, 
For 117 of this number he was able to match up his results with 
Berry's 2- and 4-digit index of diversification.’** Markham 

asked two questions to measure the existence of reciprocal 

dealing by the firms in his sample: (1) he asked whether the 

firm had a trade relations department for, as he points out, 

"Tt has been urged in the literature that the existence of a 

trade relations department in a company may at least be highly 
suggestive of the practice of reciprocity.")*° He also unotes 

that "large and diversified [enterprises] could scarcely 

practice reciprocity without creating an organizational unit 
responsible for communicating the relevant supplier and customer 
information within the company. There appears to be some 

evidence that trade relations departments have performed this 
function."!?* (2) As a check on question 1, "companies were 

asked to indicate whether they regularly circulated supplier and 
customer lists to officers responsible for purchasing."?*° 


Markham received replies to question 1 from 195 firms of 
the 211 in the sanple. Thirty-one or 1¢ percent “indicated they 
maintained trade relations departments.'*® With respect to 
question 2, Markham found that "70 percent of the 31 firms with 
trade relations departments routinely circulated customer and 
supplier lists to purchasing officers."**’ Of the 164 firme 
which said they did not have a trade relations department 
"nearly 80 percent reported that they did not routinely 
circulate customer and supplier lists."’*® Therefore, Markham 
concluded that "inferences concerning reciprocity based on trade 
relations departments tend to understate the extent to which 
reciprocity may be practiced. The number of companves reporting 
that they routinely circulated supplier and customer information 
exceeded the number reporting the maintenance of a trade 
relations department. 
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Markham then set out to see if reciprocity was positively 
associated with conglomerate enterprise, 1,6. , civeneit ications 
Using Berry's index of diversification (both 2- ana 4-O1VOUt aon 
Pee tee ound- that for both the 3] constmer goods and the 58 
producer goods firms the diversification indexes were higher 
for the firms reporting no trade relations departments 3° 


Markham also found that the average number of diversifying 
mergers between 1961 and 1970 by firms not reporting a trade 
relations department was greater (particularly among producer 
goods firms) than among those with a trade relations department}?! 


These results would appear to suggest that PeCiprociLy, as 
evidenced by a trade relations department, is less likely to be 
practised by more highly diversified corporations. This flies 
in the face of the idea that increased diversification provides 
eegreater Opportunity for reciprocal dealings. However, it 
should be pointed out that we should distinguish between the 
number of potential opportunities for reciprocity and the 
absolute volume of potential trade involved, together with the 
cost of comprehensive reciprocal dealings as a firm becomes 
bagi diversified. '*? 


After examining both the absolute and proportionate number 
of diversifying acquisitions, Markham concludes "that reciprocity 
is more likely to be practised by companies long established in 
tfet@o traditional product, dines."'°*. This is’ consistent swith) nie 
earlier observation that the industries indicated as particularly 
prone £o reciprocal dealing (railroads, oil, steel, rubber tives, 
investment underwriting, and banks) "are not generally regarded 
as striking representatives of conglomerate enterprises." 

The available factual evidence, Markham states, “only tends to 
Confirm that reciprocity is practised, and, that its practice is 
not confined to or even especially characteristic of large 
Givercitied companies. "!?* 


While reciprocal dealing almost certainly did not disappear 
in the early 1970's, the antitrust attack on reciprocity did 
account for the demise of the Trade Relations Association in late 
1971 or early 1972.'°° Many of the consent decrees obtained by 
the Department of Justice in reciprocity cases required the 


. : : . . : il Sie 
companies to give up their membership in the Association. 


In November 1973, Bird and Shepherd published the results 
Ofvarcurvey of a sample of 139 purchasing managers and 81 sales 


managers, both samples being drawn from the Industrial Directory 
Ofevirginia CLOG sto 7 ce A total of 350 questionnaires swexe 


Sent to purchasing managers and 250 were sent to sales managers 
in manufacturing firms with SIC codes 2100 to 3900. 


Some 17.4 percent of the purchasing managers and 23.5 percent 
of the sales managers indicated that their Li rm Used, TecipLroca ly 


Serta 


in either buying or selling. ’° No data were obtained on the 
volume of purchases or sales involved in reciprocals dealin. 
With respect to the question, "No you favor passing a) federak 
law to, prohibit or Limit the wsemor reciprocity in) buying maga 
selling between business firms?" 26.6 percent of the purchasing 
Managers. and oot, pet Come nGr the sales managers replied, “yes ™ 
Some 16.6 percent of purchasing managers and 12.3 percent of 
sales managers were "undecided". At the other end of the 
spectrum, 23.8 percent jor the purchasing managers and 24.7 percent 
of the sales managers would fight directly or through a trade 
association any new proposed anti-reciprocity jomiibibene 


The ethical ambiguity of reciprocity is indicated by the 
responses to other questions posed by Bird: and Shepherd. -Abour 
two-thirds of both purchasing and sales managers said they 
believed it should be Jegal for business to use reciprocity 
"when both buyer and seller benefit", but only 1a eo, ede oer eere 
thought reciprocity should be legal “when one party gains and 
the other loses", "when both parties stand to lose", or "when a 
third party is forced out of the market as 4 result of two other 
firmer MisewoL ecaprocilE, = : 


One of the most interesting findings in Bird and Shepherd's 
survey is that reciprocity appears to find less EAVOm WwLenesales 


managers than with purchasing managers. A higher PLOporeiton on 
sales manager favor a federal law prohibiting or Limaaag 
reciprocal dealing. In theory, one would expect sales managers 


to want few restrictions, if any, on the use of reciprocity while 

purchasing agents would not favor reciprocal dealing as it implies 
interference in the purchasing based on the usual price, quality, 

service criteria. 


On the basis of a survey of purchasing managers, also 
published in November, 1973 Purchasing magazine declared, 
"Reciprocity is rarely a major problem today. "*"'* " SOnly eeeeneent 
of their sample (size and method of selection unspecified) 
"Claimed major difficulties with reciprocity". Thirty-one percent 
described reciprocity as a "minor" problem--for the remaining iI 
was not a problem at ali,’ "*. The reason given for this result is 
as follows: "If top management lays down definitive rules 
regarding reciprocity, purchasing managers feel little pressure 
to give into customers' demands." ea 


This reasoning suggests that many purchasing managers who 
engage in reciprocity do so because of the initrvative cre tie 
other Side". “Thishis™ineaccord wrth Finney "s tindmig tia 
Main Many andustry Situations the purchasing departmen = become. 
involved@ an reciprocal buying purely yin ay defensive manner. 

These companies, for varying reasons, are not in a position to 
use, reciprocity as a major sales weapon, but their customers use 
the ‘tact that they are icustomers to solicit reciprocal Orders," * 


ee 


In conjunction with a firm Company policy regarding VECO LOCI. 
Or as an alternative to such a policy, Purchasing states that 
two-thirds of their respondent firms "train buyers in the legal 
aspects of reciprocity and teach them how to handle the pressure 
themselves ,"1*5_ Between 1969 and the end of 1975 the Department 
of Justice obtained about three dozen consent orders regarding 
Seyecematic reciprocal dealin. Apparently part of the impact of 
these poo eOrassist reluctant firms to restee or te reduce the 
impact of inducements to reciprocal dealing. 


Another important result from PurChasing SUrVey 1s) that 
18 percent of the sample indicate that reciprocity is less of a 
problem than it was five years earlier. Eleven percent indicated 
1t was more of a problem; the remainder saw no Change. "Aa to 
the extent of reciprocal dealing at the time of the SUbVey ;, OnLy 
a chart is provided with no textual elaboration. ._It is labelled, 
"How much business does purchasing give its customers?" 
Thirty-seven percent of the respondents said it was “not a tactor 
miersealection”, 34 percent said "some", 27 percent Said, most. 
and 2 percent said "all".'*’ These figures would suggest that 
met PrOcity 1s Still a significant factor in American businecco= 
Paes incursions of the Law notwithstanding. Professor John Narver 
in his testimony before the Royal Commission on Corporate 
Concentration two years later said —KGClDrOCiIty 1s avery 
widespread event or practice in INdustrye | 


SUMMARY 


Unfortunately, most of the "empirical evidence" of .the extent 
Of reciprocal dealing is impressionistic, unscientific, and 
indirect in nature. For lack of large scale scientific sampling 
of firms using carefully tested questionnaires and interview 
schedules we have had to present indirect evidence such as surveys 
of academic, professional, and trade literature from which we 
tried to infer the extent of this business practice. We are 
forced to cite the estimates (guesstimates?) of businessmen and 
academics. Even the surveys of purchasing or sales managers are 
questionable methodologically, do not incorporate very large 
samples, tend to reflect attitudes and beliefs rather than "hard" 
data and certainly lack comparability over time. The necessity 
to make inferences from weak data is regrettably present. 


Reciprocal dealing between business firms has°a long history. 
What evidence we have, and it is far from Satisfactory, suggests 
that despite the attempts by U.S. antitrust autorities to 


constrain systematic reciprocity, the practice: is probably tainly 
widespread. While the U.S. authorities may have been successful 
in getting consent decrees, assurances of voluntary compliance, 
or litigated decisions against about 40 large firms in regard to 
eyictematic reciprocity, they probably have not changed the extent 
Gpruncystematic, voluntary, or casual reciprocalidealaings 
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What information we have suggests that the pracelcemo. 
reciprocal dealing grew in the U.S. through the late 1950's and 
the 1960's. It probably levelled off in the early LO Cmeas 
Cereiculanly in. the Lonm (oF coordinated and organized efforts by 
large firms. However, evidence of the extent Of reciprocia, 
(i.e., the number of firms engaging in it to a greater or lesser 
G@egree)| tells us little of the significance of reciprocal 
dealing. Estimates of the volume of trade involved are almost 
nonexistent, and their reliability is definitely suspect. -4bigeene 
significance of reciprocal dealing we refer to tts: 1mpacaver 
allocative efficiency (price and output) in specific indueubiece, 
and whether “it results an higher or lower purchasing/selling 
costs for individual firms (more generally, the managerial 
implications of the practice). In addition to these factors any 
analysis of its impact should look at such dynamic factors. aces 
effect on barriers to entry, entrenchment of market power, and 
increased levels of concentration as firms merge to acquire 
reciprocity leverage. Quite simply the empirical evidence we 
have with exception of a handful specific case studies, does not 
begin to assess the significance of reciprocal dealing an the 
United States. 


By and large, the evidence we have surveyed indicates thas 
businessmen long before reciprocity came under legal attack, 
were of the view that the practice was ethically questionable. 
While it has its defenders, often trade relations executives, 
reciprocal dealing is condemned as contrary to the free enterprise 
competitive ethic by the majority of businessmen. In addition, 
many question its efficacy as a strategy for the individual firm. 


Although the U.S. Government's interest in reciprocity as a 
potentially undesirable trade practice in the 1960's was a 
weapon to attack conglomerate mergers, the evidence we have 
examined does not indicate that reciprocal dealing is primarily 
associated with large diversified firms. No systematic 
quantitative comparisons are possible, but for every conglomerate 
one could cate as engaging in reciprocity one could cite, arse, 
conglomerate enterprise engaging in the same practice. 


CHAPTER RS 
ECONOMIC AND MANAGERIAL ASPECTS 
EE oe. 
OP RECIPROCAL BUYING 


The chapter will examine both the economic and the managerial 
aspects of reciprocal dealing. Unfortunately we are forced to 
Peal with a large number of variables or factors one at a time 


using the convenient ceteris paribus assumption. At best.’ wey can 
handle a few variables simultaneously and so more closely 
approximate the complexity of real world situations. However, we 


hope that the discussion will provide a useful check list for 
analysts and policy-makers to use in appraising the economic 
Significance of reciprocal buying arrangements. 


What do we mean by economically significant instances of 
reciprocal buying? Stocking and Mueller define them to be "when 
a firm can make sales in this way that it could not otherwise make 
oe. could make only at greater costs."’ Following. Stugler, 
Roger D. Blair states that, to be meaningful, reciprocity "must be 
Betined as the particular subset of all mutual trading that is 
meunexplained by either chance or ordinary cost-quality advantages. "= 
This is consistent with Stocking and Mueller. 


We begin with an analysis of the factors which facilitate 
for anhibit) reciprocal dealing by business firms. In the second 
section we discuss a number of broader analytical issues raised 
in the economic analysis of reciprocity, including a look at the 
dynamic implications of reciprocity. In the final section we 
deal with the managerial aspects of reciprocal dealing. 


FACTORS FACILITATING RECIPROCAL BUYING 


DIVERSIFICATION 


It is axiomatic that as a firm diversifies its operations 
into several or many industries through internal growth or by 
g@ecuisitton, the number of opportunities for reciprocal dealing 
increases. This occurs because the probability of finding that 
Mieererns at célle to are also “suppliers or potential suppliers 
Macreases when a firm makes many products. Using the 1958°U.S. 
input-output table, which included 63 goods~producing industries, 
Lee Preston shows how growth resulting in diversification ; 
increases the number of a firm's potential reciprocal arrangements. 
If a single firm operating in one industry has ten input and ten 
Output contacts (about one-half the average), in a 63-industry 
economy the probability that a reciprocity possibility will 
occur is 0.3.’ Suppose this firm by internal growth or by 
merger obtains a position in another industry with an equal 
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number of different buying and selling contacts. Now the 
probability Of the diversified firm having,at least one reciprocw.. 
DOssiballiy 15 (Osco. Since many mergers involve firms operating in 
a number of industries, it is obvious that the probability of 
multiple instances of reciprocity pocentraly will ibe Inia lfe days 


Diversification, in addition to increasing the poten eia mato 
reciprocity by inereasing the number of com. det points"® between 
firms, also increases the magnitude of reciprocity opportunities. 
Stocking and Mueller point out, that, “by making others produce. 
requiring the same input a firm may so enlarge tts buying sase.c 
give it the, power to increase 1Us saloc. ny? Allen 2rquespeenatmed 
"diversified firm has a greater volume of purchases, to usesin 
enticing potential reciprocity. partners, ©o, buy Grom. fe DOL aeou 
these propositions represent necessary but moc sutftircirene 
conditions for reciprocal dealing. As we, 1le@ted 1 Chapter 27 awe 
must distinguish among the number of potential opportunities, the 
absolute volume of trade affected, and the cost of managing 
widespread reciprocity in a conglomerate fimm. ) On) (neues epetie 
Dirlam observes, “the more diverse the conglomerate, the more 
costly the record-keeping necessary to make reciprocity function." 


Large, diversified firms, those with the most he sce. a 
potential, are usually characterized by a multidivisional 
organization structure. Williamson argues that "“M-rorm [mulei- 
divisional] enterprises are less given to reciprocity than are 
U-form [unitary or functional] firms, ceteris paribus 6 see ca- 
here is’ that. [the] divisitonalization conceph ie, Corrure-cus.. 
cross-divisional reciprocity is attempted...As between 
conglomerates, those that are organized as M-form firms are poorly 
suited to engage in such practicesi#@"” Empirically, acuwe note 
in Chapter 4, Markham found that reciprocity as evidenced by a 
trade relations department, was less likely to be associated with 
more highly diversified firms and more likely to be associated 
with firms long established in theirtraditional “linea. On the 
other hand, using regression analysis, Allen found that "the more 
five-digit products a company makes, the more opportunities for 
Reciprocity iT. has and uses.""* When Allen used the number of 
contact points or the number of potential reciprocity partners as 
his measure of reciprocity potential he found them quite highly 
correlated with the diversification measure, and when the latter 
was "excluded from cine equation, "the opportunity vaviablessa7d 
not perform well.""* “He concluded that all three measures are 
correlated with the "ideal" measure of opportunity and correlated 
with each other. In statistical terms at least, we would agree 
with Allen that), “we can assess the likeliheod thatieae fie wil) 
USE TeCtpEOcity without Looking fer specific treciprociEy 
Partners OF casting a statistical dragnet {or combace poling, 

The diversification variable is equally powerful and is much more 
easily accessible, “Ac wershallesee in Chapter \6;, sthesecounee 
(with the exception of the Ingersoll-Rand, Al lis—-Chalmenuer.. 
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White Consolidated, and White Consolidated and White Motor cases) 
hovemopeen Unwilling to condemn a conglomerate merger solely 


because it increases the potential for ESCLPLOC LG ae lh 
Consolidated Foods, pupreme Court Justice Stewart stated, 
"It obviously requires more than.-.[the | bare potential tor 


reciprocal buy<ng “co bring a merger within the banver [Section 
and clearly PHeCeODPOLEUnI ty for reciprocity is not alone enough to 
Mivelioave a merger under [Section] 7."+'* 


SUPPLIERS ARE CUSTOMERS 


It 1s obvious that unless the suppliers or potential suppliers 
of a firm are or can also be its customers, there is no possibility 
Por reciprocity. As Stocking and Mueller point out, “unless they 
buy goods of the sort made by the firm wishing to practise 
business reciprocity, suppliers do not lend themselves readily to 
Buch arrangements."'® For this reason, LECIPEOCILy /1S usally, 
practiced with intermediate goods (rather than with final goods 
and services) exchanged between industrial corporations. Consumer 
goods sold to individuals (or to the distributors of consumer 
MOoGeIware Cut because such retail customers (or distributors) are 
Timor giLlacant Suppliers to the producer of such products, 
Pemenor, and economically insignificant, exception occurs when @ 
firm's employees are also customers, e.g., the automobile 
manufacturers encourage their employees to buy the car they make. 


This requirement that reciprocity mates be both suppliers 
and customers eliminates many other firms. A firm whose product 
Persoldeexcliscively to the public or to public anstitutions wre 
not be able to engage in reciprocal dealing because its suppliers 
will have no possible use for the product. This point was 
Peblctoarted in the General Dynamics case: 


While the defendant's [General Dynamics] 1957 
purchases from its vendors totalled approximately 
ene-halt billion dollars, it was not in a position 
to convert this huge purchasing power into market 
boven, for the bulk [75 percent (to 85 percent] (of 
the corporation's products [military equipment] 
were sold to the government.’ 


The same point was made in the ITT-Grinnell’® and ITT-Canteen’* 
Caceciwiere a Significant portion of the market for the 
defendant's automatic sprinkler systems and food catering services 
were public institutions such as hospitals and schools. In the 
General Dynamics case it was argued that Liquid Carboni ¢yacd large 
producer of CO, and industrial gases, recognized General Dynamic's 
unexploited monopsony power, and saw the merger as the means by 
which it could be directed to increase Liquid Carbonic's sales 
through reciprocity. °° The obvious exception to the rule that 
reciprocal dealing depends on a Pi bies suppliers Or potential 
suppliers also being its potential customers 1s the case of 
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secondary, or round-robin Treciprocicy. Jere more (ear woman 
are involved im a chain of mutual input-output eretactOme rts 

In the Ingersoll-Rand case it was asserted thatvas a pueCchacen 

of steel Ingersoll-Rand could induce; its steel suppl er eau 
pressure the mining companies, from which the steel-makers 

bought coal, to have the mining companies purchase their equipment 
ir om Ingersol1- Rand's susidiaries, which manufactured underground 
coal mining equipment. As we have noted in Chapter 4, three-way 
reciprocal dealing is certainly not unknown. 


HOMOGENEOUS PRODUCT 


Reciprocity is facilitated, ceteris paribus, when the produce 
that a firm's suppliers are being requested to purchase is 
homogeneous or at least one for which a large number of close 
substitutes are available. In other words, the suppliers should 
be indifferent between buying from the firm requesting reciprocal 
dealing or buying from its competitors.) In both hes Tena roo 
and ITT-Canteen cases the nature of the product was a significant 
issue in determining the potential for reciprocal dealing 
resulting from the mergers. Judge Timbers in the ITIT—-Hartford 
case quoted the testimony of the FTC's chief economist 
Willard F. Mueller: 


The product involved [in reciprocal dealing] must 
be either interchangeable with the product sold 
by its competitor--in other words be, in the 
economist's term, more or less homogeneous--or 
when it 1s differentiated, then these ditferences 
Gan be translated into price and cost differences. — 
However, there seems to be some confusion as to exactly what 

Dr. Muelier's position 2s on this goint.,- Because, ima, fatear 
journal article, supposedly based on his testimony in this case, 
Dr. Mueller said: 


»- sthere 1s no requirement that the product. sold 

by a potential reciprocity partner be a "homogeneous" 
item, one that is perfectly interchangeable with the 
products of its competitors. In my own studies of 

the jpractice, Tor vexanple, [ have found many 
Instancessor reciprocity -inawhich the: product. 2nvolved 
was not, contrary to the argument of many commentators 
in this area, a homogeneous commodity. In practice, 
the only case where the "differentiation" created by 
service or advertising completely precludes reciprocal 
dealing 1s where, the product of one of the proposed 
reciprocity partners is so strongly distinguished from 
those of its competitors as to give, it an effective 
MONOPOLY *1n Les product Markee, | os. 
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The confusion arises because the question is one of degree. 

Judge Timbers seems to conclude that a product cannot be 
appropriate for reciprocal dealing unless it is almost completely 
homogeneous for, after quoting Dr. Mueller's testimony, he said, 


Oi enero are significant differences between the 
insurance coverage offered by Hartford and its 
competitors, ITT suppliers presumably would be 
reluctant, and would find it difficult to transfer 
their insurance business to Hartford.”' 


As we shall point out in our analysis of the ITT-Hartford 
case in Chapter 6, the judge may have been mistaken in his 
conclusion that the types of insurances under consideration did 
net tend themselves to reciprocal dealing. 


; Citing the testimony of Professor Peter Steiner and the 
article by Dean Ammer, Judge Austin in the ITT-Canteen case 
stated: 


it Nas long been recognized that reciprocal dealing 
Werlikely. to, occur, if at all, in. industries where 
products are homogeneous and the prices charged by 
competing suppliers are essentially the same...In 
COntrasi, cLeciprocal dealing is: much less Jakely to 
occur in an industry where price, quality, and 
service vary significantly among competing suppliers.*° 
He concluded that the food service business in which Canteen was 
engaged "the variations among food service contractors in price, 
performance, and service concepts provide well recognized and 
effective criteria for selecting contractors without regard to 

‘ A * Zz. 
reciprocity considerations". But the argument that a complex 
product. (multi-attribute) is not likely’to be a candidates for 
Peciorocity can be pushed too far... In both the, UPt-Canteengand 
ITT=Hartford cases it was argued that a product is more likely 
to be evaluated by elaborate bidding and costing procedures. 
Assuming such to be the case, it only suggests that differences 
in the various attributes can be identified and made commensurable. 
Tf that is the case then comparisons can be made and the degree 
of substitutability established. 


Looking at the decided case, it is clear that the products 
involved in actual reciprocity or implicitly deemed appropriate 
for reciprocal dealing ranged from virtually homogeneous to ones 
where only reasonably good substitutes were available. For 
example, in the General Dynamics case the products involved 
consisted of CO, and industrial gases where all major suppliers 
offered virtually identical price, quality, and service terms. 
In Consolidated Foods, the dehydrated onion and garlic sold by 
Gentry (Consolidated's subsidiary) was apparently almost 
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interchangeable with that sold by its major competitor, sBasac 
Vegetable Products. Obviously not homogeneous, but still having 
a number) Of ‘taarilys Close substitutes were \(a)> the xsollang sii 
involved in the Allis=-Chaimers and, U.S. v.. White, Consolidares 


cases, (b) underground mining equipment in the Ingersoll-Rand 
case, and (c) transportation services and equipment supplied ve 
railroads in the Northwest Industries Case. 


EXCESS ‘CAPACITY 


Stocking and Mueller state, "The existence of unused 
Capacity in Ene snort Tut, although nok essentral to Vvecrproca 
buying, is conducive to it."°° Since Price: CUES, pereicuraciy 


in oligopolistic industries, may be followed by rivals, reciproca 
buying may be useful in maintaining sales in the face of declining 
demand. Such sales are made at the expense Of ravals unable rte 
se Teciprlocl ty in a sillier eracimion leas: 1mMportane to lnwore 
that if a firm as already fully utilizing Tes monepsony power, 

it cannot also use it to increase its sales in reciprocal dealing. 
In this case, market power is simply transferred from (One Maier 
(inputs) to another (outputs)., In the General Dynamicercace 

Judge Canella cites a report written by a Liquid Carbone 
executive at the time of the merger in which it states "that the 
plants of Liquid Carbonic were Operating at 63 percent oD 

Capacity and production thus could be readily: increased) tor yeie 
‘additional sales that will be generated with the assistance of 
General Dynamics'." He quoted another Liquid Carbonic official 
as saying: 


sthe advantage of this reciprocity would “be of 
unlimntted value if -cetting a oad on our planes 
both old and new--if through reciprocity’, we 
Could Dub a Load’ on “alb our plants Ona year 
round basie,, our GCarnings could rise very rapidly.” 


In an article published in mid-1960, Sales Management stated 
that tts “investigations trsclosed a record. number oF companies 
ace employing reciprocal ‘selling as a tool “for increasing sales, 
acquiring new customers, expanding share of market’ 3 The “tErade 
journal gave three reasons for its growing use: an attempt to 
Maintain sales in the recession of 1958, the trend to 
diversification which provides more opportunities for reciprocal 
dealing, and "heightened competitive pressures" which "have led 
Many companies to seek markets 'sSsewn up by reciprocity." 

The same finding was made by Sloane in his survey published in 
1961°°--see Chapter 4. Dauner, in his 1967 survey, found that 
excess Capacity was the most important reason seen by purchasing 
agents for why a company practises reciprocity. 7@ In periods of 
excess capacity marginal cost is often well below price, 
particularly in capital intensive industries; the maintenance of 
output even at a lower price industry-wide price can be very 
important. To this extent it should not be surprising Lo observe 
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that the chemical, petroleum, and steel industries were heavily 
engaged in reciprocal dea lang. 
More recently, quite avi terent problem arose; how to 
eat crucial inputs in the face of shortages. in) 1973) andml9 749 
The result was the use of reverse or Lame! reciprocity. 9 Band 


describes the latter in terms of what an industrial buyer says 
GOehIeS, Supplier's salesman: 


My firm has bought from your firm during periods 
when sales were difficult to make. We took care 

of you and your firm when you needed our order, 

Now that your products are SCaAree;y iy Garrm 

expects you and your firm to take care of us by 
selling your scarce products to us now. Tt you 
will take care of our firm now, we will buy from 
your firm when the economy again shifts to a buyer's 
Mabket. °7 


In February 1974, Bird sent 374 questionnaires to members of the 
Carolinas-Virginia Purchasing Management Association and received 
eeeeteplies, He found that 72 percent of the respondents said 
ehey were using time reciprocity. Yet 44 percent theughte 
reciprocity in any form in the buying process was unethical and 
Oly. 43 percent felt reciprocity was legal.?® 


MARKET POWER, ASYMMETRY 
OP ee ERMS ~*~ POSITIONS 


Reciprocity, other than coincidental or pure convenience 
Peciprocity and simple horatory reciprocity requires the 
er etence.Of market power, for it is "the subset of mutual 
trading that is unexplained by either chance or ordinary cost 
quality advantages" that we wish to explain. If all the relevant 
Mankets are perfectly competitive, it is obvious that no firm can 
coerce or induce another to engage in reciprocal dealing unless 
bolimsiicms find ib convenient and. efficient to deseo, “Bvene1@ tie 
markets are competitive there are costs of acquiring information 
ancecelling costs to be borne. As Lorie .and Halpern, poineyout, 
piworgarmns both selling and buying in, ,ceifectively competative 
Meme bs —cOould-agree to<buy from each orher an yordec se ovreduce 
Enesescosts."°° Ferguson explains, ."Thestact that rveciprociey 
is Often practised by firms without market power is strong 
evidence that. there are legitimate measonssfor (thes practicema,| 


Stocking and Mueller state that the use of reciprocity is 
invited when an individual firm faces a sloping demand curve and 
where marginal costs are constant over a wide range of OUT PUG. 
By definition, each firm in a perfectly competitive industry 
faces a horizontal demand curve. The existence of a sloping 
demand curve for an individual firm implies that the firm 
operates in an imperfectly competitive market. They argue that 
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in oligopolistic industries reciprocal buying may be more 
erfective in shitting a firm's demand ‘curve than the use ce 
advertising, particularly if the firm sells a homogeneous product 
to informed industrial buyers. In other words, reciprocal 
buying is facilitated by an oligopolistic market structure in the 
initiating £arm Ss industry. 


Reciprocity is a potential public policy concern when one or 
more firms involved possesses market power. In particular. cat. 
a necessary condition for coercive reciprocity that one of the 
reciprocity partners have monopsony power--the ability to 
influence the price and other terms on whieh 2 purehaces gre] 
inputs. To willie beuwserat co rerert to Ghare.o- 


CHART %3 


FIRM AND INDUSTRY RELATIONSHIPS 
IN RECIPROCAL DEALING 


Industry I 


Industry £2 


Industry, DEL 


(Suppliers of Industry I) 


Other Industries 


Sales by A 


—--—-—e-He eH Purchases. by By, ete. 


PiMeeeineindustry Il -selis ite products to the firms Sj, 


Be aa S71 who are Suppliers or potential suppliers of the firms 
in Industry ey Firm Bin particular. shirm fs may also selbito 
Pieiben tt) Other IMMGUSEV LES: 6g, Oitan: HO alia) webgie yon Shc 


Industry I purchases one or more of its Inputs, from Sy 7-S5,)ecten 
Peeuer through acquisition or internal growth both ne A and B 
are under common ownership. Firm B has monopsony power vis-a-vis 
mova st it 1S one of few buyers of these suppliers' products: 
The strongest position for B appears to occur if it is the only 
wavet.Oor the Output of S,, So, «+. and the number of producers of 
Bact OUCDAL iS large. But B's ability to impose higher costs on 

Sir Sor ee by requiring them to purchase one of their inputs from 
it affiliate A at above market prices is limited to the extent to 
which Si, So, «-- are earning a supra-normal return. As Ferguson 
points out, “If the supplier-seller is earning only a competitive 
foce OL return, then the buyer cannot impose additional costs on 
Time. .Only if the suppliers are earning extra-normal income can 

the buyer hope to gain anything from the practice .of reciprocity: 
It would appear that if B is a true monopsonist he would be better 
off to use his buying power directly in lowering the price he pays 
Paaeenea aputs supplied by S;,, So, .«-« 


However, B may be constrained from fully utilizing his market 
power in his input market for a variety of reasons. It is this 
case, which involves the utilization of otherwise unexploited 
Market power in the form of coercive reciprocity, that represents 
Eneymost important and difficult public policy problem. “The tscue 
of the direct versus indirect use of market power will be 
explored in more detail below. 


Inigeneral, the potential for overt reciprocity occurs 
because of the asymmetry in the positions of the various firms 
in the industries involved. Stocking and Mueller put it this 
way, 1£ all firms in an industry were of the same size, sold 
gcentacal products, and, bought identical inputs, reciprocal buying 
would give none an advantage over any other."*® In other words, 
the demand/offer of reciprocity would be a competitive weapon 
evatdaple to. all and a competitive advantage for nonew) Referring 
to Chart 3 again, because of their joint ownership, we_can iommed.< 
of B and A as a conglomerate (B-A). Following Turner we argue 
Phateconditional reciprocity (i.e.,; coercive and) conditional 
"mutual agreement" types) arises when: (a) B-A is the only firm 
Detheseliing to S$), 85,)..\ and buying from them,, ort ecw 
are other firms who both sell to and buy from Sj, S»5, ..., B-A 
must be a leading buyer of the output of Sj), Sp, .--- (b) B=A 
must buy or be able to buy a sufficient proportion of Industry 
Tits output to be important to Sys So, ---- s(G)eiE eee is a 
distributor rather than a user of Industry III's output, it must 
have a degree of market power in its output Miles est to have 
Wage GnagenOVereS jr.45o sae 3) (0) Industry ILL must ibe imperntectly 
competitive or there will be no producer surplus (for wB=AsuC 
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abtenple tO CapLure, and (e) Purchases by Industry LIT must accoune 
Por a substantial share or Une total output of Industry if LE vany 
significant foreclosure of the market for Industry ies input 
(produced by Firm A and its competitors) is to take pllacesasa 
PestmitNon om Ss ability #cO Welle reciprocity.*® We shall explore 


A Varlety Of cases below. 


Goherer describes the conditions under which a conglomerate 
faim diss able (to exert “leverage: in reciprocal dealings. 


In general, conglomerate leverage is strongest when 
the qaane firm sella only One ot 1 Very few narrow 
segments of its product line to a supplier who in 
furn is anxious to satisty the demand for “an Enpie 
employed by all of the conglomerate's divisions. 

To the extent that this generalization Le Vo lie, 
Significant examples of conglomerate leverage are 
iikely “co be limited. to a small proportion of “he 
typical giant firm's total sales. 


Willard Mueller argues that “the amount of a firm's. reciprocity 
'leverage' is determined by the absolute dollar volume of its 
purchases from its suppliers versus the potential dollar volume Ob 
their purchases from it. Since Geciproecity praceitioners generally 
follow a “balance of payments" concept in their development of 
these reciprocal arrangements, the initiating firm's dollar volume 
of purchases, not its market share, is the critical magnitude 
involved here." "" 


This: proposition may be true for firms engaging in convenience 
or consensual reciprocity, but such conditions are insufficient Fox 
theainitpiating fuem to be able to practice Coercive reciprociey. 
Not only must the absolute volume of purchases be fairly large, 
but also the initiating firm must account for an important fraction 
of its partner's output. If there are many suppliers, as we have 
noted, the dominant partner will almost always use its power 
directly in the input market rather than. in the output’ Markets oO 
qncreace tuseown or ite ethiliates” “sales. “Therefore the greatest 
potential for coercive reciprocity occurs when the dominant Larm 
has monopsony power and its suppliers operate in an imperreculy 
competitive industry. Referring to Chart 3 we can -statevenare ele 
greatest leverage appears to occur where (a) Firm B-A purchases 
an absolutely large volume of Industry ITi’s output, (b) where 
B-A's purchases account for a Significant fraction of Industry 
Tits total output, and (c) where Industry f11%s purchases from 
B-A are large in absolute volume but not a large preportion sok 
PoAveetoral ales. 


Judicial analysis of overt reciprocity has revolved around 
the concept of leverage, and the judges have analyzed the concept 
with varying degrees of sophistication and proficiency. Leverage 
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was first considered in the early coercive reciprocity cases. 

dae the first of these, the Waugh Equipment Company produced draft 
peat stor Sale to’railways for use in their freighnu, cars, 

Waugh itself did not make significant purchases from the railway 
and thus did not have the leverage necessary to induce the 
railways to purchase its draft gears rather than those of its 
competitors except on the basis of price, quality, and service. 
But Waugh was acquired by executives of Armour & Co. whose 
business was important to a number of competing railroads. 

The Federal Trade Commission found that: 


Much of this [railway freight] traffic is competitive 
as between two and often more railroads, its ,ouping 
DY enelr respective roads is constantly and 
insistently sought and the traffic department of 
Armour & Co. is daily solicited by the traffic 
departments, Of one or another of, the. taidroade for 
business. The influence which they [the executives] 
agreed to exert was that influence wich had been 
acquired, and was then, and is now, possessed by them 
by virtue of the large volume of competitive traffic 
Of Armour & CoO. and its “subsidiaries, which trartic 
had been for years and was at the time of the making 
of this agreement, and is now controlled and directed 
by respondent, F. W. Ellis [Vice President of Armour 
in charge of traffic and a Waugh shareholder]. >°* 


It appears that the Commission felt that Waugh had leverage 
Women caves 1c the Opportunity to engage in coercive reciprocruy, 
because Armour's purchases were not only large in an absolute 
sense, but, also proportionately significant and could easily (be 
trancterred trom one railway to another. “It ;:also seems appareur 
that Armour viewed the railways' services as close substitutes 
Fee each Other. 


The first attempt to quantify the extent of leverage as 
found in the General Dynamics case. Shortly after the defendant 
acquired Liquid Carbonic, it started a "special sales program" 
for those customers of Liquid Carbonic's industrial gases who 
were also suppliers to General Dynamics. As partial proof of his 
contention that the object of the program was TECLOLOCd Lmoecad bingy 
the judge presented a table comparing purchases from and sales to 
selected special sales program accounts. Leverage ratios in ~ 
favor of General Dynamics ranged from a low of 17 to 1 to a high 
Of 740 to lf. gudge Canella reasoned that, seals oa esl BCE figures . 
approach equipoise, the Only reciprocity approach possible is one 
of mutual patronage. However, where the ratio indicates a6 hit 
disproportionate amount of sales relative to purchases = istinc 
Peeland| a predictable threat to competition is eae 
From the point of view of economic analysis no such conc Danae 
can be drawn from simple purchase and sales data, "First, the 
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leverage ratio does not indicate the absolute volume of trade 
involved. For example the highest ratio involved purchases by 
GD of $173,924 and sales to the Same Lure ice Electronics) vor 
$235. Suppose Ace's total possible purchases of CO, amounted to 
$1,000 per year, the use of GD's purchasing power would hardly 
be worth the effort. Second, let's look at the $173,924 figure 
and assume Ace could buy $50,000 worth of CO, from Liquid 
Carbonic. GD could hardly pressure Ace af GD ™s purchases 
accounted for only 1 or 2 percent of Ace's total sales. G)D's 
purchases have to be fairly large in absolute terms and 
relatively important to a stppliér like Ace “ang (he supp tier 
must be able to absorb a fairly large (in absolute terms) volume 
of the dominant partner's output. forsovert reciprocity scone 
utilized effectively. 


Another error in the judiciary Svanhalyste,oL reverage 
occurred in the Allis-Chalmers v. White Consolidated case. 
There it was argued that if White Consolidated's annual purchases 
of steel mill products ($42 million) were combined war 
Allis-Chalmers' ($44 million) that the merged firm would buy a 
far larger amount of Steel than any of the competitors jor 
Blaw-Knox (a White Consolidated subsidiary) in the rolling mill 
market.” Suppose Blaw-Knox (as part of the A-C and WC 
conglomerate) did purchase $86 million in steel products and its 
several competitors bought only $10 million each. The issue 1s 
this: how important is $86 million worth of steel sales los. 
one of the smaller steel makers? If concentrated on say the 
tenth largest firm, $86 million might be significant in assisting 
Blaw-Knox in selling its rolling mill equipment to that firm. 
But if the A-C and WC conglomerate uses what purchasing power 
it has in that fashion it surely cannot use af vis-a-vis any 
other steelmaker. In concentrating its purchases to induce the 
sale of rolling mill equipment the conglomerate is "putting all 
its purchasing eggs in one basket" and that is undesirable for 
other business reasons. It may find such leverage is a double- 
edged sword. 


In the ITT-Canteen case, Judge Austin engages in a more 
sophisticated discussion of some of the factors which determine 
whether overt reciprocity or reciprocity effect will occur. 

He deals with four points in this regard: (a) the extent to 

which I?TT’s suppliers are actual or potential purchasers: of 
Canteen's output; (b) the scope of the market represented by ITT 
Lom the~products sold by ITT Vsupplierms:.._(c), the vsize ana 
diversification of other companies to which ITT's suppliers sold 
their products; and (d) the degree to which the market within 
which ITT's suppliers operate is competitively structured.” 

While not beyond criticism, as we shall indicate in our discussion 
of the case in Chapter 6, Judge Austin's analysis of leverage is 
far superior to that found in any of the other cases. 
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SOME BROADER ECONOMIC ISSUES 
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CREATION VERSUS 
TRANSFER OF MARKET POWER 


The analysis of reciprocal dealing by lawyers, economists, 
and businessmen 1s frequently confused by a failure to recognize 
that reciprocal dealing is a manifestation of market power and 


not a source of Such power. The following statement by Stocking 
and Mueller illustrates this point: 


---It is the power of reciprocal buying to increase 

a firm's sales that is most significant to industrial 
structure. A large diversified firm, by integrating 

its buying and selling, may shift its demand function 
to the right and thereby grow. Such growth may be at 
the expense of smaller firms. ® 


Under certain, rather limited, circumstances, a2t) is possible 
Boreaeue practice, of reciprocal dealing ‘to be, an times associaced 
with changes in market structure which permit firms to possess or 


increase their market power. For example, the FTC Staff Report 
‘asserts that reciprocal dealing raises the barriers to entry, 
"may further increase market concentration...", and "leads to 


structural changes that are irreversible and feed upon themselves. 


Therefore the report concludes "conglomerate growth becomes a 
source and a consequence of power."°® But reciprocal dealing is 
only the proximate "cause" of changes in market structure. 

The root is to be found in the use of market power in the form 


Of reciprocal dealing rather than in some other form. 


In the short run, coercive reciprocity is most likely to 
occur if a firm has monopsony power and exercises that power 
indirectly.’ We need to distinguish two ‘cases. 


1-7 A firm has monopsony power, but utiivzes 100 percent wot 
that power to reduce the price it pays for its inputs. In this 
Cucereiny the short run it can drive: ies input prices to marginal 
cost (provided marginal cost is above the minimum point on the 
average variable cost curve). In the long run, the firm with 
monopsony power can only drive its input prices to the minimum 
point on its supplier's average total cost curve. Under these 
circumstances, if the firm with monopsony power wished to induce 
one of its suppliers to engage in reciprocal dealing it would 
have to forgo a part of the direct use of such power in order to 
transfer it to its output market and thereby increase its sales 
to its suppliers or increase the price received from the current 
ie 7oleot: sales. In other words, if the firm with monopsony 


ower is already exercising it fully L ce ve i 
oes, directly in its input market andvindirectly an@its outpuc 


market. Anderson puts it this way, 
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"Tf a monopsonist Hhassreached 
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"it cannot have it both ways", 


fhis | peoL le maximizing point, he will have no incentive to 
promote reciprocal dealing. For reciprocal dealing, by imposing 
extra costs on suppliers, has the same effect as a demand for a 
lower price by the monopsonist acting solely as a buyer... 2nus 
reCcLprocity Cannot be used to lever or create mew market power 
because its use reduces the profitability of monopsony power 
which already exists...this ‘transfer Of powers ds justethar. ao 
hose im one market for fj) gain in aAnovunerw 


In general, proponents of the Chicago school are oblivious 
to the possibility that the firm could achieve a net benefit 
merely from the transfer of its market power. Dirlam 1s noe, 
for he vsays, 


The view that the use of reciprocity bs) Ueeat Lone. 
overlooks the fact that businessmen may pPLELELILS 
reduce the intensity of competition in their selling 
markets at the expense of sacrificing competition in 
their buying markets, perhaps because yi sks var Loss 
of revenue are weighted more heavily than risks of 
paying higher prices for available supplies. 

The outcome is to reduce opportunities for smaller 
or new competitors.” 


2. In the second case, firm A has monopsony power bik 2 eas 
less than fully utilized. This could be true for a Variety ok 
veasons. the firms irom whom te buys are vies regulated industry 
and have to abide by the authorized tariffs, or firm B'S main 
supplier produces a homogeneous good in an oligopolistic industry 
and is fearful that cutting the price to B will destroy the 
common posted price, etc. (these reasons and their implications 
will be discussed below). Reciprocal dealing may offer a way to 
utilize otherwise unexploited market power. Again;, TeciproGciey 
does not create market power, it merely becomes the means by 
which it is manifested. It is this second case that is the most 
difficult to deal with, for by merger or expansion into ;othes. 
markets, a firm with monopsony power, but which was at Wedsc 
partially blocked from using that power, is now able to exercise 
At  Raywashoal bisee,, Ltt 1s Mor sObVioUs, esr ene Chicago school 
economists would have uss believe, that the effect (of msing ene 
power to engage in reciprocal dealing is always beneficial, 1l.e., 
pro-competitive. This second case is ignored) by a number tor 
analysts. Anderson, recognizing only the first case where 
reciprocal buying is) ja manifestation of a transfer of fully 
utilized market power from one market to another, states, 
"reciprocal dealing, then, would seem to be impossible for firms 
without market power and unprofitable for firms WLth) market 
power. "°°" "Director and Hevi elaborate the Chicago view on 
vertical restraints: "Firms which have some monopoly power over 
prices and output can impose coercive restrictions! on supplies 
and customers In the normal case, however, they will lose 
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revenue if they do impose such bes tiwe trons. 
doubt on how prevalent or continued 
Such firms would lose re 


and this casts some 
the practice, would: be. 

ee : =venue because they Cannot both ~obtain 

e advantage of the original power and impose additional 
coercive restrictions SO aS to increase their monopoly power do. 
The same point 1S made more directly in the Report of the Task 
Force on Productivity and (COMpeELeElon «clearly reflecting the 
views of Stigler, Coase, and Bowman, that "monopoly power in one 
commodity 1s not effectively exploited by manipulating the price 


of an unrelated one." These statements are correct Ons ge Our 
first case and incorrect in our second. 


Nemcaaly. as 15963, without elaborating, Joel Dean pointed out: 


Reciprocity doesn't add anything to market power. 
Ti Sw US <a way-tO exercise 11. Reciprocity can 
do significant social harm only if all alternative 
ways of exercising the market power are blocked or 
1f capitalizing on the pre-existing market power 
through reciprocity is in some ways more injurious 
wovsocicty than using 1t. in other ways .® 


tatsebrings ws’ to the next issue, the implications of the direct 
versus the indirect use of market power. 


DIRECT VERSUS INDIRECT 
USE OF MONOPSONY POWER 


As we have seen, a degree of monopsony power iS necessary for 
a firm to practice coercive reciprocity. In general, only coercive 
reciprocity can result in anticompetitive effects. But what is not 
clear, ex ante, is whether a large diversified firm with monopsony 
power would improve its net economic position more by using its 
power directly to reduce the costs of its inputs or use it 
iicacectly through reciprocal dealing to“increase ene neterevenuc 
from its sales. In summary, our argument is that where the 
Monopsonist is unconstrained in the exercise of his power he will 
“sceit Ganectly to lower his input’ costs; “where the wr uiieice tor 
taewmarket power is inhibited or absolutely constrained Tneslarge 
@iversiftied firm may well use reciprocal ‘dealing to improverits 
economic position. In the real world there are good reasons why 
the monopsonist's freedom of action is actually constrained, and 
the indirect use of market power may be more significant. 
Finally, we will argue that the indirect use of market power 7) 
the form of reciprocal dealing is not always socially desirable 
(pro-competitive) in its effect. 


Roger D. Blair holds the view that the conflict between . 
Mueller, the FTC Staff Report, and Stigler, Ferguson es al. boils 
down to an empirical question. It is: to what extent do firms 
which initiate reciprocal dealings have unexploited monopsony 
power which can effectively be utilized througm reciprocity: 
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Direct Use 


The most obvious advantage of using monopsony power directly 
in an unconstrained environment is that it is simpler than 
engaging in reciprocity to use that power indirectly.” Ee wine 
many suppliers of an input are earning supra-normal returns and 
if a firm has monopsony power it can bargain down the price see 
pays until the suppliers earn only normal profits and utilize 
the most technically efficient production process. 


As to whether a firm with monopsony power will use it directly 
or indirectly depends on some basic arithmetic to determine the 
comparative contribution to profits of lowering input COSEts as 


compared with increasing sales. Using Steiner's fortulasten » 
we note that the direct use of purchasing power is preferred if 
ap. se 
where: 
d = additional discounton purchases available from use of 


unexploited monopsony power 


= rate of profit before tax on additional sales 


P = dollar volume of purchases from the supplier under 
consideration 

S = dollar volume of additional sales to the supplier under 
consideration 


Using data from the General Dynamics case, Steiner indicates that 
GD made purchases of $10 million annually from Raytheon while its 
Liquid Carbonic subsidiary sold $250,000 worth of CO, to Raytheon. 
Suppose Il = 25 percent (a high figure) and that LC's sales to 
Raytheon can be doubled. Then the contribution to profitecrom 
reciprocity is $62,500. "But this amounts to only 5/3 Of a 
percent of the total dollar volume of its purchases from Raytheon." 
Steiner continues, "Even a 1 percent decrease in the price of the 
supplies it purchased from Raytheon would be more profitable to 
General Dynamics than a reciprocal requirement."°? While 

Judge Canella in the General Dynamics case may not have recognized 
the direct use of monopsony power, Judge Austin in the ITT-Canteen 
case clearly did. He cites testimony by ITT's president that each 
purchasing agent was responsible for lowering his costs by 3 to 

6 percent per year. Since such purchases amounted to 20 to 25 
percent of the average manufacturing operations sales, "the effect 
of losing a saving on purchases of around 5 percent would amount 
to about 1 percent of the usual 8 to 10 -percent pre-tax profi on 
sales." ’° ITT's president argued that the net effect of 
reciprocity on profits would be adverse because the tangible and 
intangible costs in purchasing would be more than any profits 
derived from the resulting sales.’' im testifying: fer arly amd 

in his book, Professor Steiner argues "high leverage (which brings 
power) Makes Wt relatively attractive to seek al idirect discomae, 
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Where leverage is low, reciprocity may pay, but here monopsony 
power 1S likely also to be low."’ But as we have noted above, 
leverage ratios must be modified by an examination of both the 
aosOlute Size of the potential increase in sales to suppliers 


and by the relative importance of the monopsonist's purchases to 
the. supplier. 


Conducting a systematic reciprocity program is not without 
cost. More importantly the comparative transactions cost of 
conducting a systematic coercive reciprocity program would 
appear to be greater than bargaining directly with suppliers to 
lower the monopsonist's input costs. The practical application 
of systematic reciprocity requires two main elements: (a) the 
collection of purchasing and sales data to disclose the identity 
and volume of trade for each supplier (or potential supplier) who 
is also a customer, (b) contacts by senior executives of the 
initiating firm (to utilize this information) with their 
counterparts in the firm with which they wish to engage in 
reciprocal dealing. It is important to note that neither of 
these functions would be carried out in the typical firm. 
Normally purchasing and sales are separate functions under the 
control of different executives and each pursues its own 
objectives. The conduct of a systematic reciprocity program 
requires information not usually collected, and either the 
Greation. OL ‘a new unit in the organization (1.e., a trade 
relations department ’*) or the performance of the function by 
senior executives. High level contacts are necessary to override 
the normal proclivities of the supplier's purchasing department. 
The purchasing agent is unable "to see the big picture" until 
given directions by his superior. The sales department of the 
firm with monopsony power might similarly be unaware of such 
power or that it might be used to increase sales. 


Some evidence of the information ‘costs and organizational 
effort required to use monopsony power indirectly via reciprocity 
came out in the General Dynamics case. Vendor books were prepared 
from information supplied by the various divisions of GD. 

These listed 4,000 suppliers and subcontractors whose 1958 sales 
to GD’exceeded $10,000. A copy was provided to each regional 
Ssalés manager, of Liquid Carbonic for use in the Special Sales 
Program. Later a list of some 350 companies, each of which sold 
GD a minimum of $250,000 in 1960, was compiled in a "National 
Accounts System". Each of these firms had multi-plant locations 
which transcended the boundaries of Liquid Carbonic's sales 
regions. Contacts by top level GD executives, on behalf of 
Liquid Carbonic, were concentrated on suppliers "Operating under 
a headquarters-controlled purchasing mandate...."” 


It was feared that pressure applied directly to local 
purchasing agents could lead to complaints to the antitrust 
authorities. Perhaps the reason GD expended so much effort on 
its systematic reciprocity program is because it was blocked 
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from uSing its purchasing power Gdirecely. bike Ferguson, we 
conclude that “only if [a monopsonist] is constrained Nowe ec use 
his purchasing power directly will he resort to recipLoctr a. 


Indirect Use 


The indirect use of monopsony power through induced 
reciprocal dealing becomes attractive when a firm is blocked or 
constrained in some degree from fully utilizing ite in 16s s2npae 
market. © careful analysis of the effects of reciprocal dealing 
under these general circumstances requires that we identify a 
number of cases: 


1. Regulated Industry. Referring to Chart, 3,.1etiasr ass te 
firm B has unexploited monopsony power vis-a-vis. Sy Soe eee 
Industry .11 and that Industry [It is a regulated industry, e.g., 
aA pub lAG, Ubility Of common carrier. The assumptions fit the 
facts in the Waugh Equipment ’° and Mechanical Manufacturing ’’ 
cases. In the former B is Armour, a large meatpacker and 
fatlroad shipper, and 84,02 og; += ate railroads regulated by the 
Icc. Since the railroads can't give Armour lower rates than 
those established by the ICC, Armour is apparently frustrated in 
its ability to use its large purchasing power as a shipper 
directly. So Armour acquires Waugh (firm A im Charts 6) ack 
manufactures a piece of equipment used by all bar lreacs: 
Proressor Miller continues the story: 


Incentives exist for both firm [B] and firm[s S11, So, 
jac te evade, rate requlation, -and reciprocity 
provides a mechanism. By purchasing increased output 
from A (at an inflated or monopoly price), firms[S Sj, 


Cay enaul Cam produce, the erie of a prvee cut.in ate 
sales to [B] without seeming to violate the price 
established by regulation. Reciprocity 1s substituted 


for an otherwise blatantly illegal price cut. 


This arrangement is usually praised. For example, Anderson 
likens minimum rate rules to those set by a private cartel and 
"their evasion will in most cases promote those same policies 
which the antitrust laws are designed to promote." 


He continues, "Movement away from prices inflated by 
cartels...obviously involves a movement toward the desired 
competitive solution and should not be prohibited." ”° For sbnas 
argument to be correct we must assume that the, LCC s Tmatesegans 
volved price discrimination adverse to large shippers like Armour. 
In other words, the rates applicable to Armour reflected a higher 
percentage above marginal cost that the rates to other shippers. 
Economically,such price discrimination is unjustifiable and the 
allocation of resources would appear to be improved (i.e., there 
is both a social and a private benefit) if it is evaded. 
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However, if the ICC had set each rate on the basis of a 
constant proportional markup above marginal cost, *®! the use by 
Armour of its monopsony power to get an indirect rate reduction 
would result in a pecuniary gain to Armour and perhaps a loss to 
society. This’ occurs, because, ceteris paribus, Armour will be 
consuming too much railway service at the lower effective rate 
and other shippers, whose rates will have to be raised to cover 
total costs, will be consuming too little 3? Im, fact, nme roe 
case it is extremely difficult to determine the net effect on 
output. We need to know the relative elasticities of demand for 
the various purchases and the relative size of the amounts 
purchased by each. To the extent that reciprocity, in this case 
fra indirect price cuts, assists in moving price and output 
toward the competitive position a social gain occurs. 


Before leaving the case of the regulated industry it may be 
useful to deal with Ferguson's treatment of it. He focuses on 
the railroads as buyers of railroad equipment. He argues that 
they pay higher prices for certain of their equipment than they 
otherwise would "in order to grant rebates to the larger shippers 
or buyers of railroad services, who are also in this case sellers 
of railroad equipment."°% So far so good, but here he begins to 
claim too much when he says, "The large buyers of railroad 
services are...not coercing the railroads to buy from their 
equipment firm. As other equipment manufacturers were available, 
it is obvious that the railroads voluntarily entered the 
agreement to secure business that might otherwise have gone to 
other types of transport." ** 


He concludes that a firm with market power in the output 
market conbined with restrictions on price cutting "use 
reciprocity as a means of selling at a discount." Clearly 
Professor Ferguson didn't understand the facts in the Waugh 
Equipment case. There the initiative for reciprocity came from 
Armour, whose executives recognized its monopsony power. 

The railroads most relunctantly purchased equipment from Waugh. 

In terms of market structure there were eight manufacturers of 
draft gears and that market was at least moderately concentrated. 
Viewed nationally, there were a large number of ralLlroads’ in* the 
late 1920's, and the four largest could not have account for 
one-quarter of all equipment purchases. Finally, at the time the 
reciprocity took place truck transport was in its infancy asa 
competitor with the railroads. If what Ferguson argues 1S true, 
one would expect the railroads to approach Armour to inquire how 
they could give Armour a rebate on its shipments PES ee violating 
the ICC regulations. This did not occur. Ferguson’ s conclusion 
that "no rationale has been developed to support coercive 
reciprocity (in which the buyer forces suppliers to purchase 
goods from him at prices above those available from other sources) 
when there are one or a few buyers and many sellers’, 18 not 
supportable.” If he had only recognized that the buyer with 


= 7 9 — 


market power in the Waugh case was Armour and that it was its 
suppliers (the railroads) who were constrained in the prices at 
which they sold to Armour, and that it was Armour who initiated 
the reciprocity to benefit from its monopsony power, Ferguson 
could not have reached the incorrect conclusions he did. 


2. Oligopolistic Interdependence. We shall first examine 
the implications of the situation where firm B in Industry [thas 
unexploited monopsony power vis-a-vis its suppliers Sj, “So, ss 
in Industry I1l, and Industry Eli is an oligopoly; for Ssinp hee, 
selling a homogeneous good. Let us further assume that S;, Sp, 
-2; not only recognize their interdependence, but are able {ro ac. 
upon it and have established an industry price which permits them 
to earn supra-competitive profits. 


While S,, for example, might not agree to cut the price of 
the product it sells to B, fearing that its competitors will 
match the price, oligopolistic coordination will break down, and 
all firms will be worse off selling at a lower price, he may well 
agree to purchase from A, a subsidiary of B. By consuming more 
of A's product or by paying a higher price for A's product, S; 1s 
granting B a secret price cut. As Miller puts it, "the appearance 
of upholding the oligopoly or cartel price can be maintained, and 
at the same time the price may be secretly cut, if [S,] engages 
in Seeci prociey...” It is usually argued that such reciprocal 
dealing is beneficial since it facilitates tacit price7cureing 
even if it does so by means of implicit price discrimination. 
Keeshan states, "where the price cut is made by an oligopolist to 
increase his market share, reciprocity results in a more 
competitive price, for the oligopolist's supra-competitive profit 
margin has been reduced as his price moves toward marginal cost. 
Here the impact of reciprocity on output will depend on whether 
a lower price would have been set without price discrimination. 
This will in turn depend on the number of customers in various 
price ranges and the differences in their demand elasticities ts 
While apparently facilitating price shading, Blake argues 
that reciprocal buying enables the oligopolist to win additional 
sales "without threatening the oligopoly price structure. 
But for this device, list prices would tend to be lower and would 
be subject to more direct erosion until a reduction was achieved." 


Mueller agrees, stating that reciprocity changes 
"the mechanics of the competitive process by dampening rivalry 
based on price quality and service. It compounds and further 
rigidifies the already inflexible 'administered' prices of 
Oligopolistico markets... ." ” 


Blake's and Mueller's arguments are not persuasive. In the 
absence of reciprocity it is unlikely that other forces will 
change the coordinated behavior of the members of a tight 
Oligopoly. Furthermore, reciprocity is more difficult to detect 
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than many forms of non-price competition. The price structure 
will probably not fall in the face of reciprocity. We agree with 
Keeshan's observations that "even if reciprocity makes industry- 
wide price reductions less probable by offering the firm an 
alternative to open price cuts, it nonetheless increases the 
probability that average prices will be closer to marginal cost. 
Given the lower risks associated with price cuts made through 
reciprocity, the probability of lower average prices from this 
use of reciprocity would outweigh any likely decrease in the 
probability of open price reductions." 2?! 


In his testimony before the Royal Commission on Corporate 
Concentration, Professor Caves described "reciprocity as a form 
of price discrimination in the sense that the firm pressing 
reciprocity on its market partner is basically making an all-or- 
nothing offer...Either you buy from me or you lose my business!" °* 
He recognized both advantages and disadvantages to reciprocal 
dealing. "The advantage it may sometimes have, especially when 
it is sporadic rather than on-going and systematic, is that it can 
break up a price-fixing conspiracy."°° 


He notes that firms are vulnerable when they have been selling 
at prices well above their cost of production." The second case, 
in terms of Chart 3 on page 68, involves oligopoly in Industry II 
where Firm A wishes to expand its market share without recourse 
overt price cutting. If Firm A is part of the conglomerate (B-A) 
it can use reciprocal dealing arrangements to increase its sales 
fo8S7;/)S5, -+. who are suppliers to B. This is the case emphasized 
by Leibeler in his analysis of the Consolidated Foods case. 

He noted that in the garlic market (Industry II in Chart 3) 
Gentry (Firm A, owned by Consolidated Foods or Firm B) and Basic, 
its major competitor accounted for 90 percent of total sales. 
Leibeler also points out that "open price competition is severely 
inhibited because any initial price cut by either major firm 
would immediately be matched by the other and would have to be 
given to all buyers." ” Reciprocal dealing provides a way for 
Gentry to practice price discrimination and increase its net . 
revenues and market share. Ignoring any monopsony power that Lt 
might have, Consolidated can increase Gentry's sales by paying 
slightly more for its pickles (made by Sj, Sor -.-) provided they 
agree to purchase their garlic from Gentry. To combat Gentry's 
increasing market share, Leibeler argues Basic could lower its 
price, find a merger partner like Consolidated and offer 
reciprocal deals or buy pickles at higher prices and sell them 
off at a loss.” He concludes that, "Far from reinforcing an 
oligopolistic market structure, as the Court and the FTC claimed 
it would, reciprocity in this case could well, indeed most likely 
would, disrupt the ologopolistic price structure and greatly 

‘ : uw 
increase competition in the garlic industry. As evidence of 
the increased competition he says, "it appears that after . 
Consolidated-Gentry began to engage in reciprocal dealing, Basic 
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opened more warehouses, added to its sales force, improved services 
to its customers and added new products to its line. It also 
restructured its price schedules to introduce more flexibility, 
specifically to meet the increased competition, from Gentry." 


A related instance in which reciprocity can be used to 
increase competitive pressures in an oligopoly occurs when a. firm 
(i.6., Bein Chart 3) secks entry into another industry 7; hoes 
establishes a new Firm A in Industry II. Potential reactions by 
A's competitors could range from"warfare' (all lower their prices) 
to a “join the club” accommodation (increase price and réstreucceume 
their output to give Aa Share). (Firm Bb could give its subsidiary 
Vanleg Up if tas cb leuto: encourage its suppliers (Sq aes c 
purchase from A in return for continued purchases from them. 

By facilitating new entry at a reasonable scale reciprocal dealing 
is a pro-competitive force in Industry Lae 


3. Fear of Antitrust Action. The possibi tity ef oven 
unwarranted action by the antitrust authorities may inhibit a firm 
with monopsony power from using it fully vis-a-vis its suppliers. 
In. U.S. v. Grittith the Supreme Court. held tha: 


Large-scale buying is not, of course, unlawful per Sc. 
It may yield price or other lawful advantages to the 
buyer. It. may not, however, be used to monopolize or 
to attempt to monopolize) interstate trade or commerce. 
Nor...May it be vwsed to stifle competition by denying 
competitors less favorably situated access to the 
market." *° 


When one recognizes that at least a minor theme in U.S. antitrust 
Gases relates more to the protectiom of competitors than jto wie 
encouragement of competition, and the fact that antitrust 
investigations stem largely from the complaints of trade buyers 
or sellers, it is not surprising that firms with monopsony power 
do not feel. they can fully exploit it directly. Anderson 

notes that the Robinson-Patman.Act, “may xresudbte 

in artificial price restraints because mere differences in price 
are considered prima facie evidence of illegal price discrimination. 
Although this presumption may be rebutted by proof of a cost 
justification, such a showing may be difficult and expensive to 
make") '"* Therefore, the Suppliers of firm B(S) , Say wa. com ec 
everyone at the same price or by means of a very simple price/ 
quantity formula. But they are willing to engage in reciprocity, 
in recognition of B's unexploited monopsony power, by buying from 
A who is affiliated with B. 


Anderson raises a related case. Reciprocity may enable a 
firm with monopsony power to exploit it more fully through price 
discrimination since reciprocal dealing elminates the threat of 
arbitrage. by. Ssilpp itiems.a Through reciprocal dealing, the 
monopsonist can discriminate in his purchases, reflecting the 
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Paectrthat different Suppliers have different elasticities of 
Supply. In its most extreme form the monopsonist practices 
perfect price discrimination when he makes his supplier an all- 
or-nothing offer of purchases from the supplier combined with 
Sos eltoytne Supplier. Such a technique avoids the constraints 


of the Robinson-Patman Act and maximizes the return to the firm 
with monopsony power. 


To the extent that such indirect price Shading results in 
cost-justified price cuts, average price in the industry is 
reduced. If net output is increased toward the competitive 
Pevet then there is a social gain from reciprocity. 


4. When Purchasers Are Not Suppliers or When Suppliers Are 
Not Purchasers. A firm with monopsony power may not be able to 
exploit that power because the purchasers of its output are not 
also suppliers or because it suppliers are not also purchasers 
of its output. The Waugh Equipment case is an example of the 
latter situation. Before it acquired Waugh Equipment,Armour, 
who possessed significant unexploited monopsony power vis-a-vis 
the railroads, had nothing to sell them in return. With Waugh 
as part of the family (although it was owned by executives of 
Armour) Armour could receive effectively lower rail shipping 
rates by selling draft gears, made by Waugh, to the railroads 
vying for its business. By this means, Waugh's market share 
increased from 1 percent to 35 percent in the six years the 
Scheme was in operation. °? We might point out that 1 aefirm, 
like Armour, really has coercive monopsony power it need not 
produce the product its affiliate sells to his suppliers. 
It could simply buy from other manufacturers and resell to its 
suppliers at an appropriate markup. In that way it could avoid 
the charge, as was the case with Waugh Equipment, that the product 
Wactominterior quality. '°* 


The former case could occur when a large firm with monopsony 
poveresells all its output to firms) or entities who are not vinea 
position to act as suppliers to the firm under consideration. 

The General Dynamics and ITT-Grinnell cases illustrate this 
situation. In 1957 General Dynamics purchases from its suppliers 
amounted to over $500 million, but over three-quarters of its 
output was sold to agencies of the U.S. Government. Judge Canella 
concluded that Liquid Carbonic considered the opportunities for 
reciprocal dealing aided by General Dynamic's purchasing power to 
be the most significant advantage to be derived from the merger. 
He saw GD as primarily motivated by the opportunity for 
diversification as that firm was seeking to reduce its sales to 
the government to 50 percent of its total sales.°° But he — 
found that "General Dynamics was not ignorant of the reciprocity 
considerations entertained by Liquid Carbonic. "oo = Atter the 
merger GD estimated that "at least 75 percent of our suppliers 
purchase, to some extent, the types of products one equipment 
offered for sale by the Liquid Carbonic Division. 
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In the ITT-Grinnell case ITT argued that it was not able to 
assist Grinnell through reciprocity because those responsible 
for the purchase of automatic sprinklers (20 percent of Grinnell”s 
total sales of $341 million in 1968) were not suppliers of ITT. 
They said that 30 percent of such sales were to educational 
institutions, hospitals, and retail establishments and 80 percent 
of the remainder were sold as part of new construction on the 
basis of bids submitted by general or mechanical contractors who 
Were not Signiticant suppliers (Co ia Judge Timbers thought 
that the increasing proportion of sprinkler business awarded on 
the basis of competitive bidding minimized the potential use of 
PeCiprocEty.<.) 


5. Government Constrained Profit Rate. A firm with monopsony 
power may have no incentive to utilize that power directly sie. 
is unable to reap the benefits in terms of higher profits if the 
rate of return is constrained by government regulation. 

Reciprocal buying can provide a vehicle whereby the benefits of 
monopsony power are transferred from a firm in which profits are 
constrained to one where they are not. The situation is 
analogous to the case of a regulated communications utility. 

The regulated firm creates an unregulated subsidiary to act as a 
major supplier of equipment. By paying high prices for its 
equipment the regulated firm (which operates on a cost-plus 
basis) is able to. transfer part of its monopoly power to its 
subsidiary or affiliated firm (i.e., both may be owned by a 
common parent) which is able to earn excess profits. By inflating 
its equipment, costs the regulated firm is able to increase total 
profits while keeping its rate of return within the regulatory 
commission's maximum. ''° 


Blackstone asserts that recipfocal buying “is particulary 
well suited to the defense sector where firms must maximize 
profits subject to profit constraint. Reciprocal buying provides 
firms with an opportunity to conceal their defense profits..." 111 
He points out that a RAND study indicated that for all defense 
contractors during 1947-1964 an average of 48 percent of contract 


revenues went to subcontractors. Among the large aerospace firms, 
such as General Dynamics, the percentage was 52 percent to 
62 percent. "Another significant: characteristic of theyderense 


industry is the fact that most firms are highly diversified, 
producing products in many industries other than defense." 


Because defense contracting is highly concentrated, 
particularly at the level of specific products, and because of 
the extent of subcontracting, defense contractors have 
considerable monopsony power. "The ability to conceal defense 
profits is very important, first, because the procurement 
authorities emphasize reducing defense profits [often ignoring 
the level of total cost], and second, because excessive defense 
profits might induce much more extensive regulation than occurs 


under the present contract system.’ Blackstone provides some 
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illustrative quantitative examples which show that reciprocity 
by defense contractors such as General Dynamics might well result 
in higher profits than the receipt of direct price concessions 
from supplier/subcontractors. 


6. Reciprocity as an Alternative to Predatory) Price=Cuteing 
by Conglomerate Firms. Steiner argues that "predatory reciprocity 
1S a good deal less improbable (a priori) than predatory pricing" 
by large diversified firms.’'® This is a variant on the "deep 
pocket" theory of selected predatory pricing (even to the point 
of incurring losses) in some markets while engaging in cross- 
subsidization to permit the firm as a whole to earn normal profits. 
As we have done, Steiner points out that it May: pay the fizm, it 
it has monopsony power unutilizable in its input market, to shift 
it to its output market(s). The important point here is that in 
the typical case of predatory pricing financed by cross- 
subsidization the firm is simply transfering its market power 
from one place to another while reciprocity may offer an outlet 
for otherwise unused market power. 


He notes that "the same degree of market power may be more 
effective in one market than another because the barrier to future 
Pumiy 1s) greater." +?’ Alternatively, where there are different 
types and degrees of market imperfections, the same expenditure 
in one market may yield quicker and richer results than in 
another. Steiner argues, contrary to the Chicago school, "that 
investment in cross-subsidization is likely to be unwarranted, 
is not a logical conclusion."!**° For example, if through the 
aggressive use of reciprocity rivals could be quickly driven out 
or have their market shares sharply reduced, but entry or re-entry 
was slow even in the light of excess profits, the return to 
cross-subsidization would exceed that from buying out rivals. 
Besides, the Chicago alternative of buying up rivals would almost 
certainly result in an antitrust prosecution under Section 7 of 
the Clayton Act. Finally, Steiner is not persuaded to the 
"available alternative" doctrine in which rational adversaries 
recognize that both loss as a result of predatory practices and 
hence strike a bargain (e.g., merger, market sharing arrangement) 
in which both are better off than they would be in the "warfare" 
Situation. He argues that "it seems to apply a fortiori to wars, 
strikes, and other observable phenomena; phenomena that can be 
understood as rational in terms of the abasence of acceptable 
agreement mechanisms, varying perceptions, and the role of 
threat reinforcement to keep threats credible." 


Lo 


The central issue here is an empirical one. It is that the 
set of conditions in which the aggressive use of reciprocity as 
a manifestation of otherwise unused monopsony power 1S . 
economically attractive is relatively more common than those in 
which simple predatory pricing is attractive. 
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FORECLOSURE , 
BARRIERS TO ENTRY, 
AND INCREASED CONCENTRATION 


Both the courts and economists have been concerned as to the 
extent to which (and under what circumstances) reciprocal dealing 
forecloses a portion of the market to competitors Of enewe ee 
engaging in reciprocity and whether reciprocal dealing results” in 
a sSignrevecant barrier to entry. Bruce Allen puts the issue this 
way--"ultimately, the case against reciprocity and its alleged 
foreclosure rests on the inability of the initaator”s rivals 7o 
retaliate or of its partners to resist the attractlons Of extra 
business or: the: threat of its withdrawal." °°? 


In the Consolidated Foods case, Supreme Court Justice Douglas 
quoted with approval the following conclusion of the Federal Trade 
Commission: 


Tt reciprocal buying creates for Genury a protected 
market, which others cannot penetrate despite 
superiority of price, quality, or service, competition 
is lessened whether or not Gentry can expand its 
market. share. 


The essence of the foreclosure argument is that the competitors 
of the firm practicing reciprocity, being “less favourably 
situated", are unable to compete effectively for the business 
represented by the suppliers of the firm engaged in reciprocity 
or its affiliates. Mueller expands on the barriers to entry 
argument. 


In the extreme case, potential entrants would find 
much of the market completely "tied up" by existing 
firms, thus requiring the would-be newcomers to 
attempt comparable conglomeration in order to 
compete on equal terms with existing firms. 

This; in effect, requires the new entrant to enter 
not only the immediate market it had in mind but 
many other markets as well and thus to hurdle the 
capital, technological, and other barriers to 
entry of not one product market but the whole 
series of markets (industries) that define the 
activities of this group of reciprocity partners. 
A truly unique barrier to entry is thus created by 
Ceciprocitva... 


Mueller indicates that two of anticompetitive effects of 
reciprocity are that "it increases market concentration, thereby 
injuring long-run. industrial structure” and that “at: encourages 
cumulative structural changes in the economy, thereby leading to 
an increase in the centralization of manufacturing resources and 
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thus to a centralization of decision-making in the hands of the 
managers of a relatively few industrial firms."!** The former 
occurs because, argues Mueller, reciprocity gives the advantaged 
firms the power to increase the demand for their own products ac 
macrexpense Of rivals. The latter occurs because firm growth 
through diversification increases the opportunities for 
reciprocity and so "conglomerate growth becomes both a source 
and a consequence of market power." '*® Competitors "frozen out" 
by reciprocal dealing seek merger partners capable of providing 
Opportunities to engage in reciprocity and agqgredace 
concentration increases.'*’ In short, Mueller argues that 
Peeiprocity results in increased concentration in individual 
Markets and at the macro level. 


On all of these points, Mueller almost certainly overstates 
the case. Again we shouldavoid generalizations and examine the 
possibility of foreclosure and the creation of barriers to entry 
under a variety of circumstances. 


Regrettably, discussions as to the impact of reciprocity on 
competition concentration and barriers to entry are either 
imprecise (characterized by a failture to specify the market 
Seren Ot al! the relevant markets) of consider ‘only agicyw 
cases. To overcome these difficulties we have set out in 
Chart 4 (page 88 ) some 27 cases based on the three types of 
market structure in each of the buying side of Industry I, the 
ciaincesitde or Industry IT, and the selling side. of Indusery ure 
(whose products are bought by Industry I and perhaps other 
Paeustrres). Firm B in Industry I and Firm A in Industry. fieare 
under common ownership. While the imperfectly competitive 
markets are the most interesting, we shall review all the cases 
Set out in Chart 4. 


Cases 1, 2, 3 are similar in terms of any impact reciprocity 
Will nave on Industry II ‘or Industry TIT. Nerther monopoly or 
monopsony power is present in the market for Industry Dli vs 
output, hence neither side can influence A's position in 
Industry II except to a trivial extent. Any reciprocal dealing 
will be of the conincidental or convenience type, and to the 
extent such arrangements exist society is better off since 
both sides may save on buying/selling costs. Since each firm 
has only a very small fraction of the market involved, their 
agreement to trade reciprocally "ties up" only a tiny portion of 
the market. Any foreclosure is de minimus. Since all firms face 
similar costs of acquiring information and similar purchasing 
and selling costs, any new entrant can offer/use reciprocal . 
dealing on the same terms aS any existing firm. Reciprocity ties 
do not constitute a barrier to entry. Ferguson summarizes: 


In the absence of market power, reciprocity, at 
best can secure sales for the firm at equal prices. 
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Competitors are foreclosed from sales at equal prices, 
BuGcthis fact is of little consequence since all firms 
Canepractice reciprocity; there will be many such 
agreements among mutual suppliers.!2® 


When there are many sellers on both sides of the market (in the 
Simple two-industry case) Finney points out that, "foreclosure 
cannot amount to more than the foreclosure any buyer's 
preferences produces." !29 


Note that in Case 3, A already has a monopoly in Industry II 
and is presumably maximizing profits independently of the 
existence of reciprocity. To the extent that B-A practices 
reciprocity with S,, S5, ..., A's market share can be increased 
only minutely and only to the extent that no additional costs are 
tHreOSseatOn Sy,- Soy es 2s 


Not everyone agrees with this analysis. Denneberg and Cummins 
Claim y(referring to the ITT-Hartford case) that ITT's suppliers 
“would probably be willing to purchase [insurance] from ITT 
Pacer ord | at competitive rates out.of loyalty to ITT as one of 
its customers regardless of the fact that the market [for the 
goods they supply to ITT] is characterized by perfect competition 
on both demand and supply sides."*°® In a footnote they state 
tideeerom this type of customer loyalty to arise ITTs order muct 
account for a significant portion of the sales [of its supplier]. 
Such a requirement is not inconsistent with the assumptions of 
pure competition. This type of reciprocity nearly always has an 
Scouemic motivation, e.g., finding another buyer to replace ar 
May involve added costs. Also it may be worthwhile to the seller 
tomnave sa Guaranteed outlet for a large fraction ef ts outputs — 
The result of this situation, they argue, is that Hartford is 
able to expand its market at the expense’of sellers of insurance 
Who are not buyers of the, output Y sold by ITT"s suppliers.’ *- 
"Thus, Hartford might be able to gain ground in the insurance 
market solely because of its connection with a large conglomerate 
possessing substantial purchasing power in other markets."’?? 


Clearly Denenberg and Cummin's last statement (re “substantial 
purchasing power") is inconsistent with their previous statement 
that there was perfect competition on both the demand and supply 
side of the market for Y, the good sold to ITT. But the real 
question is how much of the market for insurance among the 
producers of Y can Hartford obtain. Given that both the demand 
and supply sides of the market for Y are perfectly COMPS EL CIMer 
Hartford could acquire all the insurance business of ETT 's 
suppliers of Y and still have only a minute Eraction of aed 
Mneuvance sales to the Y industry since; by definition; Try 
purchases only a tiny fraction of the total output oe a ‘Se 
though it may take a high proportion of one producer's output’ - 
What is more, any other insurance firm who slightly undercuts 
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Hartford will get ITT's supplier's business since the transactions 
cost referred to by Denenberg and Cummins are low and similar for 
all firms in a perfectly competitive market. In the context) they 
specify, buyer/seller loyalty is a very fragile thing ‘and? valise, 
the woertion OL the Market affected by such loyalty is minute. 

For both these reasons, the arguments of Denenberg and Cummins 
are completely unpersuasive. 


In cases 4, 5, 6 there is no degree of monopsony power in the 
purchase of Industry III's output. If Si, Sop oo. Bre mor sDige cee 
from fully exploiting their oligopoly power they will use their 
power edurectly €o0 increase their selling price. to Emdustry eh cue 
reciprocity wall not enter the prcture., If reciprocity "does occur, 
it will be initiated by one of the oligopolists, e.g., S,, who 
wishes to get B's business by tacitly cutting the price by 
agreeing £oO buy from A at a higher price. THLS Cactico ww Ut bescr 
little value to S,; since B buys only a very tiny prOoporeLlonmyos 
Industry III's output. Therefore the impact on Industry II is 
also very small. Finally, any one of $3, "s Competitors can” OLter 
similar reciprocal arrangements. In these cases the impact in 
terms of Industry ITI will be pro-competitive. 


in “cases 7, 8, 9 the output side of Industzy ft isa 
monopoly. It is hard to see how such a firm could make use Ok 
reciprocity to improve its position. As Mueller points out, 
"A monopolist...has no need to engage in a reciprocity program; 
as the sole supplier of a particular product, it can derive no 
advantage from such a mutual arrangement."’°" Note also in all 
of these cases, Firm B, by definition, has no buying power so 
there can be no initiative for reciprocity from that direction. 
Therefore, there will be no impact on the structure of 
jindustuy Lil om dndustry 12. 


In case 10, Firm B together with its fellow oligopsonists 
has a degree of buying power. If this’ power is @xploited 
directly seciprocity wild, not be used, rather 2 and acs 
competitors will receive lower input prices ( 1 the supply 
curve of Industry III is upward sloping) in what it buys from 
Si, Sor «-+. & Might wish to transter some of ts buy inggvowes 
or at blocked; use its power to’ help its affiliate A. \Bubetieno 
way can it make S),, So, «... worse off (less than normal profits) 
as they are in a perfectly competitive industry. As long as the 
net position of the firms in Industry If1l 1s made no’ worse, B 
may be able to get them to buy from A. But A's share of 
Industry 21's onutout could not: increase» very much before the 
firm's selling to B would observe that concentration in 
Industry II was increasing to their disadvantage. Note that A's 
share may be increased, but not its rate of return since it 
operates in a perfectly competitive industry, and if it raised 
Its price to Sy, So, ... Ouhers would undercut Lies importa. 
to realize that obligopolists or a’ monopsonist can "explo1t wa 
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pemeect ly competitive industry,but not the individual firms in 
Enewsense that they fail to earn normal returns. Theretores in 
case 10, there is no impact on Industry III and only a very 
Slight impact on Industry II. In case 1l, there is already an 
oligopoly in Industry II that would tend to result in higher 
input prices for Industry III as a whole. Firm B could induce 
Picwelcemsait. buys from in Industry Til to buy from itemater tate 
[I oye hw only One asCGteris paribus basis. Competitors of A can 
by dropping the price slightly, overcome the LECT preeicy 
arrangement. But individual firms in Industry III, being 
perfectly competitive in output, and also perfectly competitive 
in the purchase of their inputs, cannot be driven below normal 
returns, where they were already before reciprocity was 
initiated. Coercive reciprocity is out entirely. Because of 
the market structure of Industry III, the firms are already 
earning only normal profits and can incur no additional costs. 
By going along with B by agreeing to buy from A they increase 


the level of concentration in Industry II. Since there are no 
offsetting benefits it is hard to see how B will be able to get 
ene oy --» tO go along with reciprocity. 


In case 12, A already has a monopoly and is presumably 
jeakwwngerulliuse of it. It doesn't need B's help. “There will 
bé no reciprocity, other than the coincidental or convenience 
Ey pecaava nomimpact on industry II or If. 


Cases 13 and 14 possess the richest possibilities for 
reciprocity, particularly if the direct use of market power by B 
Septem eoduSstry 1 Or S), So, «<0. 40 Industry 400 ts 1anioreed. 

In general, the equilibrium price and output of an oligopoly 
facing an oligopsony is indeterminate. Suppose the market 

power of the oligopolists (S,, So, ...) is somewhat greater than 
Piaemecte the buyers (1 se., <the-solution favors.S)..057 e... 
revatiavely more than it does B et al.). Then a firm such aces 

May oLfter to buy from A at higher prices to give B a secrer 
Pricemcuc.. Since S;"s competitors can offer the Sanesdealy 
reciprocity is pro-competitive in terms of Industry III. However, 
Srey ortering reciprocity, has to recognize that Ttemaveiucuease 
Pucwenare Of [Industry Il to the point that.A will have aydegrecsos 
market power (case 13) or an increased degree of market power 
(case 14). Where the reciprocity is inititated by S; or Sp ..., 
it is not a unique weapon that cannot be employed by others in 
Industry III. In view of its potential effects on Industry 11 
(from whom Industry III buys), reciprocity will not be very 
extensive and will be pro-competitive force. In his thesis, 
Finney states that where there is oligopoly on both sides of the 
market (he dealt only with the two-industry case) his interviews 
"showed it to be an area of very active reciprocal dealings." 


He notes that no premium prices were paid and that competitors 
were free to retaliate in kind, therefore there was no foreclosure. 


my Cont as 


Citing the case of reciprocity between chemical producers and 

paper and packaging firms he states "only if a chemical company 
has a division unique to itself which is a large packaging* User 
does the company have an opportunity to foreclose a part or the 
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market to its competing chemical Hanwracturers:: 


Suppose the oligopsonists such as B tend to dominate the 
Oligopolists such as Sj, So, ---- Reciprocity will enter only 
if B chooses to transfer some of its power to benefit AVor- tee 
is blocked in the full use of its monopsony power. The second 
situation is more significant. Here B may well be able to 
increase A's profits and market share at the expense Of VLEs 
suppliers in Industry III. S$), So, --- may not be able to™resuset 
having A increase the concentration of Industry IP!” Becaisers, « 
competitors (in the purchase of Industry IIIs output) -dosnee 
also have a position in Industry If to engage in fLeciprocicyss 
has a competitive weapon. Finney argues that: 


The single most useful measure of a situation 

dangerous to market competition...1s the presence 

inethee selling unmet S industry (Ob va non-reciprocating 
sector...the presence in the selling unit's market of 
competitors unable to retaliate to reciprocal tactics. °’ 


He emphasized that the inability to retaliate with reciprocal 
dealing.'*® For these reasons, Finney concludes that the 
necessary and sufficient conditions for reciprocity to result in 
market foreclosure are: 


a. The possession of leverage by the initiating firm 
in 1ts role as a buyer, and 


Ob.) The inabiivty of the firm's competitors on ne 
selling side to retaliate in kind to reciprocity.’*°® 
In its strongest form, Finney's argument implies that other 
companies tactics are not commensurable with reciprocity. 
In: cose, 13, As competitors, can't cut price as they eveqony 
earning normal profits. However, in case 14 where Industry II 
is an oligopoly that option appears open although the inter= 
dependence of competitors limits the use of such tactics. 
Therefore cases 13 and 14 seem to be the ones in which the 
greatest impact on the structure of Industry II is possible. 
Under the conditions we have outlined (oligopsony power that 
would otherwise be unutilized, outweighing the oligopoly market 
power of suppliers and where Industry Il is competitive or an 
Oligopoly) the impact of reciprocity will be anticompetitive 
and undesirable from the: point of view of public policy... (Cace 1) 
is lesstinteresting since A already has a monopoly In Industry If. 
Reciprocity is unnecessary to improve A's position and will occur 
only because of inherent market structure and the ownership links 
between B and A. 


Seen ee 


In cases 16, 17, 18, the monopolist in Industry III will tend 
to dominate the oligopsony it faces. Any XZeECiprocity wilwd ibe 
initiated by S,; (the only producer) and only Ti the sdirectsuseror 
eS power is blocked, So] Might use reciprocity to facilitate 
otherwise illegal price discrimination in its sales to B and other 
buyers in Industry I. The effectiveness of this tactic depends on 
B's position aSrasseller of Industry IVs outsut, liven, thelaxtent 
GO owiich. B's derived elasticity of demand for what it buys from 
S; aS compared with the other firms in industry 1. 

If discrimination in the firm of reciprocity pays for S,;, B would 
be made worse off but A's market share in Industry Vib couldsbe 
improved. It is highly unlikely that the use of LEeCclprocity sto 
Practice price discrimination by S; could have much of an impact 
Sa mcuctry It. S$; has to be careful not to concentrate the 
industry as a purchaser of Industry's II's output. We conclude 
CMdt=5,°S offer of reciprocity could have & minor impact on 
Pmoaustry 11. bm icase 19, farm oA already has a monopoly so no 
reciprocity would occur except that inherent in the industry 
relationships and the common ownership of B and A. 


Pimcases 19-20, 21, there-is & Single buyer of Industry III's 
output which is produced by many firms, each with an insignificant 
proportion of total output. If the single buyer CS nOtn Be aeeien 
Industry I is not constrained in the use of its monopsony power 
he will almost certainly use it directly to lower input prices 
(in the face of an upward sloping supply curve) and purchase a 
Siiallersvyolume of output (in the face of either an upward sloping 
PE norrzontal supply curve). Consider Chart 5 below. 


CHART 5 
UNCONSTRAINED MONOPSONY 
PLiCe, 


Cost 
MO 


Quantity 


Here S$ represents the supply curve for the output of Industry aia 
produced by many small firms. If we assume B cannot discriminate 
among his suppliers, he recognizes that the more he buys the more 
he must pay to all producers. “Therefore MO represents the 
marginal outlays as B buys more. Equi librium outpue sO ers 
determined by the intersection of MO and d, the net value to the 
monopsonist of an increment to his purchases Of Industry Lub 
output at various levels of quantity. Bqua librium price (yen 
determined by the level of S at Q;- Note that the industry 


(Sieiae wes cre) so ein “exploited”, but individual “producers Staal 


receive normal returns: 


Suppose now the government sets a minimum price (P,3) sabove 
what would have occurred in the absence of any intervention (Pj). 
We move to Chart 6 below. 


CHART 6 
CONSTRAINED MONOPSONY 


Quantity 
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At the government-mandated minimum price of P, the firms in 
Industry Til are willing (to supply O., but Firmen is we eleine 
to buy only Q») and B has a problem of rationing among firms 
Silr Soy ----. One solution 1s. fo; Use reciprocity ito shme cue 
supply “curve Up €O Spe Therefore, B acquires <A in Industry 02 


eee Ae 


emeayon-O those in Industry ITI who wish to sell vorhim abt Po 
eBate they must buy from A at higher prices. The firms who agree 
Gee co business and their costs rise since they pay more to A 
geo stney would to A's competitors in Industry “iL. -Obviovely Ave 
eaare Of the market increases so what B lost through government 
intervention, which raised the price of his inputs from 

Industry TIf from P; to Pj, he can recoup from owning A and 
engaging in reciprocity. It should be obvious that what we have 
just outlined is what occurred in the Waugh Equipment and 
Mechanical Manufacturing cases in the 1930's. '*° Armour and 
Swift (i.e., Firm B) were not pure monopsonists, but they had 
Stoniticant monopsony power. The railroads (Sa, Soy ees Werle net 
numerous but a number of suppliers were competing for their 
business. It was the ICC which by trying to prevent Armour and 


Swift from using their monopsony power, created the conditions 
Pe GeCLOLOCLty. 


fieecases 19 and 20, a monopsonist who is blocked sin tne 
Gerect use Of his power can clearly, through the ownership of A 
Melis iwiy Ll, £Loreclose a portion Of Industry Ii"“s output. 
The proportion depends upon the significance of that output. 
The more important Industry III as a whole is as a buyer of 
industry II's output the greater the extent of foreclosure. 
incase 2, Of “Course, A already has a monopoly, and 2f at as 
wem@eie sOorOLlt Maximizing position, B's help via reciprocity ws 
meaningless. 


Cases 22, 23, 24, will have the same general result as 
2-4-9, 20, 21. The monopsonist, if blocked from usingvaliices 
power directly will use reciprecity to circumvent regulated 
baautere (the price at which it buys) or to. overcome Oligopolmstic 
Coora@imation, Of15), So, »-.-. AS a xesult, in the second situation, 
Firm B may stimulate competition among S;, So, -.-. However, the 
loss of oligopoly-based excess profits by S,, So, --- will benefit 
Beocgedi ternatively its affiliate A. Iniuceses 22 and, 237, Bamay 
well be able to increase A's share of Industry II and to increase 
A's profits at the expense of A's rivals. In case 24, where A 
already has a monopoly, reciprocity induced by B will be 
meaningless to A's position. 


In cases 25, 26, and 27, we have bilateral monopoly in the 
production and purchase of Industry PP s Ovepuic. The equilibrium 
position is indeterminate within a wide range. In either the 
constrained or unconstrained case (for either Bor Sj, the sole 
Seliiercin Industry: LI) induced reciprocity will be meaningless. 
If S, is constrained by government regulation and B is not, in 
case 26, Firm A will probably be able to improve its position over 
the unconstrained case, but this has nothing to do with the common 
ownership of B and A. Empaie Lea Liy cases 25, 26, and 27 will be 
very rare and when they do occur any reciprocity results from the 
natural input-output relations among the mig GUC BCR eh ae = 5S) and the joint) 
ownership of B and A.’ Reciprocity will not bea Competitive stact ic. 


a Oy 


Throughout the foregoing we have focused the discussion on 
the impact that “reciprocal dealing could have on (the =macic. 
Seructure (primarily level of concentration ance bar ie wee 
entry) Of the supplier andustry and the industhy woh. 
believed to be assisted by the reciprocity. We Nave found Saas 
Where reciprocity iS initiated by oligopolists 1 vend ica. 
pro-competitive in effect by offering a way to engage in tacire 
price-cutting. Monopolists have no need to use reciprocity. 

A monopsonist can make effective use of reciprocity only if it 
is blocked from using its power’ directly. If 16 15) buyinoeaeen 
a competitive industry it can help its affiliates (who supply 
the monopsonist’s suppliers) only slightly in The torngce 
ceteris paribus reciprocity, but cannot impose higher costs on 
these suppliers. A monopsonist (or a group of firms with 
monopsony power) who could not otherwise use its buying power 
directly, can best use its leverage against a supplier industry 


which 1s imperfectly competitive (but not a monopoly) .) icoud) 
reciprocity it may well be able to increase its affiliate's 
market share and profitability. Entry or expansion by rivals 


will be made more difficult since larger price cuts will be 
necessary to indemnify potential buyers (who are also sellers to 
the monopsonist) against the loss of profits on sales to the 
monopsonist. This additional barrier to entry occurs because 
reciprocity is a vehicle for the otherwise unutilizable monopsony 
power. 


it 1s hard te believe that, empirically, there are va farce 
number of such situations which would act as a strong incentive 
to engage in either offensive or defensive mergers and thus 
increase aggregate concentration. Professor Mueller's fears that 
reciprocity is or could be a majom force in incréasing adqregace 
concentration seems very greatly exaggerated. 


MANAGERIAL ASPECTS OF RECIPROCAL BUYING 


LHe BENEFITS AND TCOSTS OF RECIPROCITY 


Leonard S. Simon develops a normative model for reciprocal 
decisions from the point of view of the firm. He points out that 
"Af seen from the viewpoint of the firm upon who recipLoeca.L 
persuasion is being applied, reciprocity appears as a means of 
preventing its own demand curve from being shifted to the left."!"! 


Hence, "reciprocity is a defensive rather than an offensive 
form of behavior".1** He goes on to provide a formal decision- 
making model which has as its objective the maximization of the 
firm! Ss net contribution margin. °° 


in Looking at, phe decision £6 ngage in reciprocity <eromecne 
Vantage point cf thestirm who is on the ‘receiving ‘end" of “the 
dominant partner's initiative for reciprocal dealing, Simon 


er Olea. 


recognizes that the firm must look at its net POSItiON as ia result 
of agreeing to engage in reciprocity. The firm must compare its 

Margin on increased Sales (Or ‘contribution margin on the next best 
Sales prospect if the offer is simply to maintain sales) with any 


increased costs of purchases (ceteris paribus) resulting from the 
reciprocal purchase/sales. | 


Simon- notes that the ProtLktability Ge reciprocicy ease 
business practice depends on the extent to which a firm's 
competitors Can offer reciprocal déaling: "Tr 2i. tiene 
participate in reciprocity and so do all the firms with whom they 
trade, enere is not likély to bé any net benefit to the individual 
farms from the practice itself, beyond the initial readjustments." ?%% 
In this case, the initiator can gain only a short term advantage. 
However, Simon points out that where "there are ultimate consumers 
Or competitors who do not possess reciprocal power, reciprocity 
Ce-sework to the benefit of some, if not All, of the firms 
employing it since the nonreciprocators--possibly through the 
payment of higher stated prices or the absence on non-price 
Sencessi10ns--must provide for these profits produced within ‘the 
reciprocal system." 145 


Simon focuses on the formal optimization problem, but he does 
not discuss the nature and form that the managerial benefits and 
Costs Lom reciprocity Can arise. 


Pacgwection Of. Transaction. Costs? 


We have pointed out that convenience reciprocity will not 
occur unless both parties are better off as a result of 
GFeciprocity. This may occur because each firm's buying and 
Selling costs are reduced. Less sales effort. (and expense) are 
required when part of the market for a firm's output is assured. 
camalaudia, information costs of seeking the bestidvailablevdeall 
on inputs are reduced if the firm has an assured source of 
supply. Keeshan observes that "if a pair of suppliers-customers 
is) reasonably certain that each is a low=cost producer, 
reciprocity will allow each to expend less sales effort on the 
other, thus reducing unit selling costs and freeing the saved 
sales effort for other accounts. In effect, reciprocity performs 
a function similar to requirements contracts, eliminating the 
need for periodic sales promotion and lowering the price of the 
product to each firm by an amount equal to its Savings “inyseliamg 
Coe vet the 


By reducina mutual selling costs, Ferguson asserts, 
"reciprocity may reduce the costs of competition in each 
industry." 147 Ferguson provides no empirical evidence to support 
his assertion, but in theory he is, of course, correct. Yet we 
should not conclude that both the private and social benefits 
from reciprocal dealing by firms operating in competitive markets 
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ve lacge. ‘The conditvon that itl relevance markets are 
competitive means that information and selling costs cannot be 
very important. Ferguson, following Stigler’s point, that 
dispersion of sellers’ asking prices 1s uUbTGuLTOUS: CVeiwe On 
homogeneous goods, notes that both firms cannot save the costs 

Of acauiring intormatiom over time (ac ule Identities’ Of seblere 
offering the best terms changes) except by paying a highem Guice 
for the goods in question. *"* As we have noted, Ferguson s 
point that (he fact that reciprocity 15 Wracticed Gy firic 
without market power is strong evidence that there are legitimate 
reasons for practicing reciprocity. It is Interesting (ia a 
a Chieago school economist making the point that FeCcLprocucy, 
reduces selling/buying costs, for we ‘could find no sim@tar 
argument made by businessmen or by professors of management. 
Indeed, their “opinions aré that such costs wil) ruse Uide us a 
DEACtLCe Of TECLOLOCcity . 


Neuhoff and Thompson provide examples of the view that 
reciprocity has an undesirable impact on buying/selling costs: 


Reciprocal selling works against the seller Aquic 
destroys the inititative of the salesman and 
usually in the end becomes an aid for poor 
Management with a consequent lowering of morale 
of the company whcih uses reciprocity. 


...reciprocity iS an undesirable business practice 
since it interferes with sound purchasing policy 
and causes emphasis to be placed upon other than 
the important purchasing considerations of quality 
ands pruce. 


Sales Management described reciprocity as a "dangerous selling 
tool” and set out’ eight "pitfalls awaiting all but the most 
sophisticated users of reciprocity." A number of these could 
more than offset any transactions economies. They point out 

that reciprocity creates "false markets" in that "a big-company 
customer can suddenly decide to demand a lower price or even buy 
elsewhere", thus a large chunk of buSiness can be lost. 
Reciprocity can create a "false sense of security" in that 
reciprocal deals may be comfortable but the firm may fall behind 
in marketing innovation or production and engineering know-how. 
Dependence on reciprocity could lead competitors to engage in 
Similar tactics and thereby tie up potential customers. 

AS reciprocity is used to make sales, if it results an higher 
input costs these costs should be recognized as additional selling 
costs. Reciprocal dealing often absorbs top management time 
directly, or ian the form of a) trade’ relations department.) ) Hamel, 
reciprocity adversely affects the morale of purchasing agents with 
negative repercussions on managerial effectiveness.! > 


- 98 - 


. Dean 5. Ammer, in the Harvard Business Review, argues that 
; pe ea a ee a ee : 
Oc Ley ts, inherently unprofitable” and that tr ateoomost 
companies purchasing costs."!53 He gives three reasons: 


(a) "Reciprocity weakens and sometimes even destroys, supplier 
price See elon (b) “Reciprocity permits Sloppy supplier 
performance", and (c) "Reciprocity promotes sloppy purchasing. >? 


On the other side of the reciprocal exchange Ammer asserts that 
the sales department cost and performance "usually suffer when a 
company sells on the basis of how much it buys rather than COleerine 
basis of product superiority."155 He argues that "salesmen 
become complacent" and neglect their reciprocal accounts and may 
fail to get the maximum business possible out of such accounts. 
Where reciprocity 1s important the salesman becomes an order 
eee. oecond, “reciprocity downgrades a company and its 
ReoeNece 7, 1-e6., it implies that its product 1s no better than 
lige OL 1tS competitors.) 56 Birdzéll echoes this Vast pointayvner 
Neeeays, The distaste of many firms for reciprocity arises 
Precisely trom the necessity of admitting that its competitors 
Beaty are equal to it in price, quality, ‘and delivery. “Such 
admissions are more than distasteful; they present substantial 
problems of morale and motivation within the business 
SmoaiizatiOon. >? 


Iw 1S usually argued. that the large diversified £i1m inaceene 
Greatest potential to practice and to benefit from reciprocity. 
He Mays be SUTPrising then, that the président Of one of Ehe 
largest conglomerate enterprises, International Telephene and 
Peteogcapn (Sales in 1969 of $5.5 billion) should be, a voctrerou- 
Giere Gt reciprocity. Harold S. Geneén has stated: 


Tice theory of reciprocity 1s...répugnant as “a basic 
business philosophy...i1t is my belief -that-errorts 

to purchase and sell goods or services on the basis 
of socalled "reciprocity" are completely uneconomical 
and are, in fact, a very unsound business practice. 
Such aspbactace dulls and distores the er fortsgor 
bOthmescalbescana purchasing statis, dilutes? the 
management responsibility for profits, and, in the 
Meng run, 1S certain to be costly and enervaline cc 
any company that practices it.*>* 


later he argued that “reciprocal buying and selling 'gains' are 
largely illusory--and are more often 'talked about" or ‘claimed! 
by self-serving trade relations directors, than ever realized on 
any Significant scale." *°* In ITT Geneen We eis Suns a strong 
written policy against reciprocity since 1966.°° In addition, 
his emphasis on decentralized purchasing and sales departments — 
in each operating unit or profit center, together with managerial 
compensation geared to divisional performance, We have had a 
severe inhibiting effort on reciprocal dealing. 


WelLgand, innls atabysis of Tite problems of managing 
Teciprocity,, notes thal the cost or administering a systematic 


Lecipcoci.y, Program, Can be Sitcom fv cal. a. The firm's immediate 
suppliers must be identified, and theiy potentialityaas 
customers must be estimated. Decisions must be made as to what 


Share Of each Supplier's business the firm will secohe ae achieve. 
Weigand argues that "firms capable of practicing LECipLrocity ae 
mot always ask for all of their bond-partners, jpatrouage, bie 
only for an amount that is considered fair.” ®? The next. step 
is to implement the program. Because of increased antitrust 
Sensitivity this must often be done through vtop lever executives 
Of both firms. Referring to the Special Sales Progvam singer. 
General Dynamics Case Weigand States, "it ObvyieUsly vequr-ed 
Substantial sume of money to operate.” "©" He Goes sone: sooig 
Gut that reciprocal dealing ténds to be handled Py seure: 
executives, "the people at the lower levels in the fummebewic 
Unaware of the exact nature Of the negqotlatwons OF Cues, 
reasons...Since the heart of the buying decision 1as a) ead ee 
made, the remaining work is not only trivial but as perceivecs 
be so by those involved." '°° When coupled with the) fearegor 
sales and purchasing executives that their firm may be unable to 
compete on the usual basis of price, quality, and service, the 
impact on organizational morale can be serious. Reciprocity 1s 
not just another sales tool. It is, as we have noted above, an 
ethically ambiquous practice with far more critics than 
proponents. In an article published in early 1962, -betore tne 
antitrust attack on reciprocity, Ammer observed that not a single 
executive interviewed in connection with the preparation of his 
article was willing to be quoted directly about freeimroc eo... 


Reduction in Uncertainty? 


Ferguson argues that "to have assured customers for one's 
products may reduce uncertainty concerning sales for each of the 
parties to a reciprocal purchasing agreement." "°°" ‘Keeshaneaceerts 
that “reciprocity will make a certain portiontot salea anc 
purchases fixed, and thus enable the firm to predict ‘overal cach 
flows withvqreater certainty." °°" As a result Pinancialeolernin 
and production scheduling may be improved. Ceteris paribus, 
business Gxecutives who are averse to risk will préferm less 
Variance in, sales, production, and production to more. | Whae we 
have calléd "time reciprocity” can) be seen as a form of aucurance 
whereby a firm practices reciprocity to insure Ltselfe an adeduate 
Supply “Ofeantessential input) in times of shortage: 


BUCHit 1s not at all) obvious that systematic neciprocal 
dealing tends to seduce uncertainty. , If a firm deliberately 
concentrates its purchases to avail itself of purchasing leverage 
to Inerease sales, it may Bind itself hostage to ja smaller wmumbce: 
Of suppliers than would otherwise be the case. “Consider the 
rollowing case in Treterence to Chart 3, vade 69. Suppose 
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Industry I as purchasers of the Output of Industry (ye sano 
poly. . Assume Pieakeindustry 1. ie perfectly compet 7 1 ver in ode i 
production of the output it sells to Industry III and that Indus- 
try weet Se Deriectily competitive in the production of the good 
feeecwls co Industry I. Firm B in Industry I has a degree of 
monopsony power which it can use to increase the sales of its 
affiliate A (in Industry II) to its suppliers in Uavehbkogen aye wbn ial 
provided ie imposes no higher costs on the firme which ire sup- 
pliers to B than on the suppliers' competitors. This form of 
Geeetts paribus reciprocity could possibly increase A‘s share 
Peyniduscry II"s market as high as the proportion of B's purchases 
of the total output of Industry III. While no higher costs are 
being mposed "On B's Suppliers (é.g., Si; and Ss) the cooperating 
firms must surely realize that by going along with B and purchas- 
ing from A they are increasing the seller concentration in 
Ine@ustry Ii. Firms in Industry III who are suppliers of B obtain 
WemecomomtC benefit by accommodating B's wish that they buy 
Brouenerather than A*’s competitors in Industry IL, but the ettece 
of doing B's bidding is to increase seller concentration among 
Piewmetrmoeim Industry Il, their suppliers. As 4 result, wt 

scems likely that S; and S2 and other suppliers of B may increase 
Peetreeutchases from A, thus increasing A's market share, but 
~not so much as to give A any effective market power. If B 
protests and refuses to buy (or decreases purchases) from S; and 
Szuctese L[irms, Operating in a perfectly competitive. industry, 
Canecontvinue to sell all they want at the market price. Bs 
threats are only a minor inconvenience. 


Promocion OF Goodwill? 


Keeshan argues that reciprocity may be used as a form of 
noOn=praice Competition im order to obtain the goodwill of a 
Supplier/customer. If inputs are purchased at competitive prices, 
theneagoodwill, is increased a lattle or’no cost. if higher Iprices 
ever paid 6 a supplier/customer for the inputs he Supplies, sthen 
these are a sales promotion cost and should be recognized) as 
such. = ‘Stecking and Mueller cite an article in the New York 
Timesmin 1032 in which it stated, "it was decided ‘by the majorvrey, 
Ofvcompanies to charge the difference in the cost of products) toe 
sales expense when reciprocity was involved. In this manner the 
extra expense is definitely charged to one department and the 
added cost brings to sales divisions a realization of their 
responsibility in making reciprocal arrangements." 


In the context of oligopoly or oligopsony, reciprocal buy- 
ing can be used to increase the strength of trading relationships 
between firms who are each other's customers. The oligopolist 
GCanwuse the favor of his patronage as a purchaser to discrim- 
inate among his customers and yet still maintain the rigid 
ihicteprice structure that, 1S ‘a hallmark of the oligopolistic 
industry. A firm in a competitive industry has no such motivation; 
under normal conditions he cannot discriminate effectively between 
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Customers, an@ Ne can compete directly with other firms in ‘the 
industry by lowering his prices.” As we have noted, this 
Dameicuber use Of FeCiprocity may be somewhat beneficial. . 
Reciprocity may be used by the individual oligopolist to avoad 
industry list prices in a way that would be very dL ttrcou hip ere. 
other members to detect. 


fm the real world) relations between FiLCMSe Cannone = 
completely summarized by transaction prices. Reciproere meat ae 
used to oil the interactions among enterprises, the managers of 
which (particularly when they have a modicum of CLSCrheHLOn, AOS 
they Often do) recognize that circumstances change and that most 
transactions are not isolated, but are part of a continuing 
series. Commercial reciprocity is consistent with social values 
Concerning f£eciprocity.— Tt can bé used £0 complement thie 
purely economic element of market exchanges. TRS « OL eeeies 
eleariy seen in the words of the former Director oe Trade 
Relatwons Of Jones ‘and Laughlin Stéel when he Stared: 


We are morally obligated to consider those people 
who have befriended us in the matter of purchases, 
Conversely, we feel it iS Just as importa, (cc 
emphasize the fact that when we need help we should 
feel free to, call upon Our ‘commercial E£riende te 
help ws in the matter of our sales, just as we Have 
helped them.’ ’° 


We do not wish to overemphasize this point. But we do wish to 
recognize that a firm could use réciprocity, not @Srarvens eer 
use otherwise unexploited market power, but as a means of 
improving relationships with customary suppliers which may, in 
Ghessutcure,. be Of direc’ economic value. Such chon 
themselves are likely to have virtually no adverse economic 
impact and, would in any event, be beyond the reach of antitrust. 
Any “advantage" such actions would be small and easily overcome 
by competitors seeking to improve their position. Like the 
icing on a cake, reciprocity as a means of generating goodwill 
adds a thin veneer and sweetens the deal, but is no substitute 
for the cake itself. 


ORGANIZATIONAL IMPLICATIONS 


Finney argues that for a corporation £6 use reciprocity in a 
planned and systematic manner to increase sales three things are 
necessary: (a) "top management must be aware of and condone, 
if not actively support, the strateay, (b) data processing systems 
must provide the relevant information; and (c) someone in the firm 
MUSt “perform the actual Coordinating function In ene nome sacou 
management; all of which means there must be an enabling intra- 
COLnpOrate Organization.” 


oO ie 


The discussion in this section can be highlighted by looking 
at the problem the other way around, in terms of the arguments 
rareed by defendants in reciprocity cases the CLting aspects of 
intra-firm organization over which they have control that have 
the effect of severely inhibiting or preventing reciprocal dealing. 
First 1S existence of a multi-divisional structure in which each 
Giwaston 1s, an independent profit center, i.e., responsible for 
both revenues and expenses. Related to the profit center concept 
us the point that managerial incentives are closely related to the 
Pees oOrmance (profitability) of individual profit centers: 

Second would be the segregation of purchasing personnel and 
information from sales personnel and information and the failure 

to collect at all the information necessary to engage in systematic 
tecwerocity. Third is the adoption and réinforcement of an anti— 
reciprocity policy by top management. These issues were discussed 
imetne three ITT cases ,' 7° White Consolidated and White Motor ,!76 
Remick a Ford, 7’? and have formed an important element in the 
three-dozen consent decrees obtained by the Department of Justice.!78 


Although it is easy to see that these measures will reduce 
the likelihood of the use of reciprocity potential, it is much 
MrOcerurtacult-to go a step further and conclude thatiithey wil 
prevent any significant practice of reciprocity. While the 
existence of profit centers within a conglomerate may make it 
more expensive for corporate managers to exercise aggregate 
corporate purchasing power, there may still be net benefit to the 


firm from doing so. Thus reciprocity may remain a valuable 
Macketing technique. Cooperation between profit centers 1s str 
possible. 


We have noted Williamson's argument that M-form organizations 
Bee tess given £o reciprocity than U-form firms, ceteris paribus. 
However, on the same book, Williamson notes) that in@large 
integrated firms there is a bias toward internal procurement, 
ioe., “subcoals of a group or bureaucratic sort are easilyegiven 
Greater weight in, relation to objéctive profi tabi licy 
considerations." !7° 


As we shall point out in the discussion of the ITT—-Hartford 
case below, the managers of different profit centers can cooperate 
to practice reciprocity. We should also note that there may still 
be considerable reciprocity capacity (independent of the rest of 
the organization) left in individual profit centers Independently 
of the structure of the firm as a whole. Moreover, as 
Chief Judge Battisti noted in White Consolidated Indust rues pathic 
reality of corporate incentive and responsibility may be somewhat 
different from the theory of the corporate organization chante 


The defendants' attempt to minimize the anti-competitive 


impact of their proposed merger by speaking of the so- 
Galled" protit—center ™ system under which they claim 
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White, Consolidated operates. Each divisvonye ie, 
argue, is responsible only for its own) intemal 
profitability, As a ,resultiv. tne, Couge is told, 
mo division will practice or encourage recip poaal 
dealing (in favor of another, since this woul@ aaa 
its internal situation. The evidence and testimony 
presented to this Court, however, indicates a much 
firmer and more centralized cofitrol sbhan ihe 
defendants would have us believe; and it would 
appear that, 2b as overall corporate profes; isc 
divisional ones; which are of paramount ,.1mpoOGtance 
tO Whitte: Consolidated"s central office. 


In the ITT-Canteen!®’ and ITT-Hartford 18? cases, ITT President 
Geneen stressed the decentralized nature of the divisional profit 
centers hence the lack of incentive for divisional managers to 
engage in reciprocity. But in an article published au avout vie 
same time Geneen stated that ITT did not operate as a holding 
company, but rather "on the basis of a coherent operating 
company with a substantial central operating management." *°~ 

He pointed out that at-that time (1969) ITT had 2, 000"2ndustria 
and operational specialists in its central management group. © 
The point is that the true conglomerate (as opposed to a holding 
company) iS a peculiar mix of decentralization of some functions 


and centralization of others. If decentralization is as great as 
Geneen would have us believe, ITT could not effectively employ 
2,000 executives In wts central office. His Statement tiae tra 


divisional manager were ordered to engage in reciprocity that 
"all of [ITT's] technigues of responsibility and accountabiiiy 
for performance would be competely destroyed" '®° is hyperbole. 
Anthony Sampson writes: 


It is implicit in Geneen's whole system that no man 
isgiven tull responsibility Lor anything, and tne 
more senior the managers, the more they are subject 
to inspection, checking, and cross-checking. 

The chief executive of a huge subsidiary may appear 
to be his own master, but each department will be 
supervised by the experts from head office....}®° 


One must also question the weight given to the fact that a 
firm does mot collect the sales and purchasing data requrredttor 
reciprocal dealing. First of all; one’ must distinguren beuween 
the practice of collecting data and the capability of co dora, 
Although there may be no evidence of data collection, “reciprocity, 
may still exist (although Judge Austin in ITT-Canteen would have 
one believe otherwise) .!87 No modern-day business of the size 
involved in most of the reciprocity cases can function without 
fairly sophisticated sales and purchasing data. It would not 
appear to be too ditficult for interested executives: to extrace 
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the appropriate data by purchaser-supplier from a sophisticated 
management information system. 


It has been suggested that systematic reciprocity only 
became possible with the advent of the computer. But, long 
before the computer, Armour & Co. and Waugh Equipment were able 
to conduct a highly successful reciprocity campaign. Even among 
today's much larger corporations, surely many of the more 
promising opportunities for reciprocal dealing are self-evident. 
Oie-must concede that it would be nice as a salesman to be able 
to confront suppliers who are reluctant to purchase with a 
computer program showing exact sales and purchasing figures as 
Uaquad Carbonic and Airco officials were in the habit of 
doing. Surely Ingersoll-Rand's marketing executives know who 
their steel suppliers are, who buys coal equipment, and what the 
corporation relationships are in between these decisions. 
Similarly, Gentry salesmen would know or could easily find out 
that Consolidated Foods has purchased Gerber baby food and that 
Gerber was not purchasing its onion requirements from Gentry 
without having to refer to a computer print-out. 


Finally, one must be careful of evidence of an anti- 
reciprocity "policy". When such a policy is merely evidence of 
present management's stated intentions, it should not be given 
the same weight as evidence that the company has reinforced its 
statement by appropriate behavior when the policy was not 
followed. In the Northwest Industries case the judge commented: 


..ewhile the President of Northwest [Mr. Heineman] 
testified that the company had a policy against the 
Meesor reciprocity, he did not know of any written 
Statement of such policy that. has ever been 
disseminated to the various companies within 
Northwest...it is apparent that any comprehensive 
Policy Against reciprocity 19° a fairly recent 
development and a reflection, of the personal 
Diatosophy of Mr. Heineman. 


In the ITT cases the large conglomerate argued that it had a 
strong written policy against reciprocity since 1966 and an 


unwritten one prior to that. "This policy [was] widely 
disseminated among ITT's purchasing and sales personnel ona 
Continuing basis.” In ITT-Canteen, Judge Austin noted that 


the Government's exhaustive search for any instance in which any 
ITT subsidiary engaged in reciprocal deaLing in the tives/ear 
persod prior to that acquisition was completely unsuccessful.'9! 
For these reasons it is not difficult to see how Judges Timbers 
and) Austin could conclude that ITT"s policy against reciprocity 
was an operational fact rather than a stated intention. 
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An official of the Federal Trade Commission, in an article 


entitled: "The Making and Selling of an Antireciprocity Prods aim 
Geateu.. “be ae not SUrricient for... (2 corporation] to declare 
ipee lh against weciprociiy., |) ihe practice has been around too 


long and has been too warmly embraced by the business community 
for mere policy statements to have much effect."'°* He went on 
to say that corporations “all too frequently issue policy 
statements which merely copy provisions in the Government's 
requests for reliel in reciprocity matters."'?° 


But the Justice Department and the FTC can't have TeebOty 
ways. This point was made by Judge Austin ins the Lil Canctecn 
case where he pointed out that the Department of Justice's 
position in criticizing the safeguards instituted by ITT was 
seriously compromised by the inclusion of many of those same 
Safeguards in consent decrees negotiated by the Department.” 


ve UNGhoper 


CHAD TE Ras 
RECIPROCAL BUYING AND THE LAW 


THE STATUTES! 


Ura. antitrust authorities have three statutes available with 
which to attack reciprocal dealing, the Federal Trade Commission 
Act, the Clayton Act, and the Sherman Act. 


Used first in the 1930's but since fallen into disuse is 
section 5 of the Federal Trade Commission Act, Originally passed 
in 1914. It declares illegal "unfair methods of competition in 
commerce, and unfair or deceptive acts or practices in commerce..." 
The words “and unfair or deceptive acts or practices of 
commerce..." were added by the Wheeler-Lea Act of 1938. 
seeGtion 5 was used by the FTC to successfully prosecute three 
foes Ol COerCive reciprocity, Waugh Equipment- (1931), 
Mechanical, Manufacturing * (1932), and California Packing, (1937). 
The first two cases involved fraudulent reciprocal dealing as 
defined in Chapter 3. 


The bulk of the contested cases have occurred under Section 7 
of the Clayton Act, which incorporated the Celler-Kefauver Act of 
1950. This anti-merger statute, covering acquisitions by means of 
the purchase of share capital or assets, makes illegal those 
acquisitions "where in any line of commerce in any section of the 
eountry, the effect of such acquisition may be substantially to 
lessen competition or tend to create a monopoly." Nine cases, 
instigated by the Federal Trade Commission or the Justice 
Department were decided under Section 7 by the end of 1975. 

They were: Consolidated Foods ° (1965), ITT-Canteen® (1971), 
ITT-Grinnell’” (1970), ITT-Hartford® (1969), General Dynamics 


(1966), Northwest Industries '"® (1969), Penick and Ford '*G@L965).- 
Ingersoll-Rand '? (1963), and White Consolidated 1? (1971). 


im addition, two private suits dealt with Section 7: ~Albrs-Chaimers 
v. White Consolidated!4 (1969) and Stavrides v. Mellon National 
Bank 15 (1973) 


The third statutory vehicle that has, been useditovaclacis 
reciprocal dealing, the Sherman Act, was passed in 1890. 
Potnsection 1} and Section 2 of this act have been brought co 
bear. Section 1, the basic conspiracy section, States sin joart, 
"Every contract, combination in the form of trust or otherwise, 
or conspiracy in restraint of trade or commerce among the several 
states, or with foreign nations, is hereby declared to be 
illegal...". This section can be used to attack reciprocity 
agreements. Section 2 deals with monopoly and monopolization 
Tt states, "Every person who shall monopolize, or conspire with 
any other person or persons, to monopolize any part ee the trade 
or commerce among the several states, or With -£Orel giana biomc, 
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shall be deemed guilty..." The Department of Justice. hasvarqted 
that reciprocal dealing can, under certain circumstances, “anew 
Loman retempt vo monopolize. 


By the end of 1975, only two cases had been brought by the 
government under with the Sherman Act. General Dynamics (1966) 
Snvolved both Section 1 of the Act and Section 7 Of Ehbeeiay tg 
Act. The Airco case}® decided in late 1974, addressed both 
Gactions 1 and 2 of the Sherman. Act. Three private jeasestna. 
added to the law on reciprocal dealing under the Sherman Act: 

Gore %.. Carlisle!’ (1974),.Carlson v. Sperry. S uteri noomageen ym 
and Columbia Nitrogen v. Royster’? (1971). The first two dealt 
with both Sections 1 and 2, while the third addressed only 


Section. 


CONTESTED CASES VERSUS CONSENT DECREES 


The antitrust attack on reciprocal dealing has resulted in as 
many consent decrees as contested cases. By the end 61) 19 7S 77 Le 
FTC or the U.S. Justice Department had obtained a total of 34 
consent decrees in reciprocity cases. Five of these decrees 
involved both divestiture and reciprocity prohibitions. 

By comparison, only 12 contested cases initiated by the government 
were decided by the end of 1975. Three of these involved) case- 

in which the final decision was made by the FTC rather than the 
courts. There have been six private cases in which the courts 
have dealt with reciprocity as a substantive matter. But only one 
of these (Allis-Chalmers v. White Consolidated) could be described 
as being of major Significance in the development of the law in 
this area. 


A consent decree represents a negotiated settlement between 
the Justice Department and the firm under investigation. 
Presumably such a settlement is reached because neither party is 
willing to gamble on the final outcome in a trial or to appeal 


on the merits of the case. Alternatively, both sides see it 
aS a convenient and less expensive process than "fighting it out" 
through the courts. The Justice Department may accept a lesser 


remedy and the "defendant" firm is willing to be enjoined from 
certain practices or divest itself of an acquisition rather than 
face both the certain cost and uncertain outcome of regular 
judicial proceedings. 


Interpretation of the law on reciprocity, in the form of 
decided cases, is made difficult by two additional facts: 
(1) There are almost no "pure reciprocity" cases. Reciprocity is 
often only one of a number of issues under dispute. Most often 
the central issue is a merger/acquisition and reciprocity is 
introduced as part of the evaluation of the competitive impact of 


the merger. (2) There is only one Supreme Court ruling on 
reciprocity--Consolidated Foods (1965), and two additional 
appeal “court decisions, Ingersoll-Rand (1963), "and Alive (haters 
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v. White Consolidated (1969). Both of these involved appeals 
regarding preliminary injunctions. In four cases brought by the 
government (Penick and Ford (1965), Northwest Industries (1969)-, 
iTT-Hartford (1969), and White Consolidated and White Motor 

ee ey) the final level of adjudication was at the District Court 
level where the issue was the granting of a preliminary Anjuncevon 
against a merger. In four other cases brought by the government, 
1.€., General Dynamics (1966), ITT-Grinnell (1970), ITT-Canteen 
(DT Los enemAircon(lL974), the final levels adjudication was a 
trial on the merits of each case at the District Court level. 

In view of the variety of types and levels of judicial decisions 
it is difficult to derive a clear statement of the operative law 
on reciprocal dealing. Adding to the problems of interpretation 
is the fact that the government won both its appeal court and 
Supreme Court cases, but has fared poorly in the decisions on 
preliminary injunctions or in trial decisions on the merits of 
tiewcase, The government was denied injunctions in three of the 
Houmwecases and lost three of the four trials "on the merits" at 
Poe mOTStrict (Court level’. 


Rerurning to the matter of the consent décrees, our analyers 
ane@icates that 21 of the 34 decrees prohibit syStematic reciprocal 
dealing in the form of trade relations activities citing Sections 
ieand: 2 of the Sherman Act. Four decrees cite only Section 1 yand 
one cites only Section 2. Four decrees come under Section 7 of 
the Clayton Act and involve divestiture as well as prohibitions 
on reciprocal dealing. One decree relies on both Section 1 of the 
SNeumanwAct and Section 7 of the Clayton Act... All but two erethe 
consent decrees were obtained by the Department of Justice. 

Tie other two were obtained by the FTC.*° However, the FTC did 

obtain sever Assurances of Voluntary Compliance (AVC's) in 1968, 
1969, and 1970 which the firms undertook to discontinue certain 

trade relations activities. In September 1970 the FTC announced 
le would stop accepting AVC's and would’ proceed under Sections 

of the Federal Trade Commission Act. 


Of the ‘34 antireciprocity consent decrees obtainedsbyacie 
endmot 1975, seven were obtained in 1970) ten an 2971) "and erght 
in 1972. Three decrees were obtained in 1973 and four in 1974. 
EBeomuhis analysis of the consent decrees, Farris indicates 
"basically two positive and immediate actions are specified, 
namely to cease all reciprocity relationships at once and to 
abolish trade relations units or other units performing a trade 
relations function. In addition, the firms agree in the future 
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-~-Refrain from communicating to actual or potential 
suppliers that preference in future purchases will be 
given based on sales to those suppliers; 

--Stop compiling statistics by which sales and purchases 
can be compared--either for internal use or use by 
customers or suppliers; 
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--prohibit cross information between sales and purchasing 
personnel; 


-~-Prohibit the firm's executives from holding memberships 
in trade relations or similar associations involving 
reciprocal dealing; and 


--Prepare a memorandum of the firm’ Ss policy on reciprocal 
Diving to be circWwlacea to alt sales and purchasing ,, 
personnel and to the firm's suppliers and customers. 


Consent decrees have one very important advantage to the BLES 
involved. Once a consent decree is approved by the court, the ELEM 
Cannot be sued for treble damages in a private action. Since 
Private antitrust actions in the U.o. currently outnumber “chose 
launched by the government by almost twenty to one, it has been 
argued that they constitute a far more important deterrant than 
government actions.**? Requests for treble damages for Sherman Act 
violations involving reciprocity were part of two cases mentioned 
earlier: Stavrides v. Mellon National Bank and Columbia Nitrogen 
vy. Royster, It had been argued that "a settlement ith then anv 
trust field is a good substitute for a decision only if the same 
purposes are achieved."** While the conduct complained of or the 
structural change precipitating the complaint may be enjoined or 
reversed, the consent decrees eliminated the opportunity for the 
@laritication of theslaw relating to. reciprocal dealing: 
particular and to conglomerate mergers in general. As we shall 
see the case law in these areas is thin, variegated, and ill- 
defined. Hughes. argues that the task Of interpreting slo ay 
fall to the judiciary. “On the other hand, the membersyotm 
executive branch of the government, particularly the Justice 
Department, are extremely political and are subject to the whim 
of those who appoint them to and remove them from office. 
Therefore, the executive branch seems to be the wrong decision- 
maker if separation of powers is to-continue to exists 
With respect to the consent decrees in the three ITT cases, 
Professor Boyle is of the view that "the settlement accepted and 
the methods by which it was reached has probably tended to reduce 
even further the esteem which antitrust has in the mind of the 
general public. In effect, the approach used and the settlement 
reached have reduced a positive force for the efficient operation 
of our market society into a symbol of political corruption." 7° 


ANALYSIS OF THE CONTESTED CASES 


We move now to a fairly detailed description and analysis of all 
of the major reciprocity cases which have been detailed between 
1963 and 1975. Between 1937 when the California Packing case was 
decided, and 1963, when the FTC made the "trial" decision in the 
Consolidated Foods case, there were no contested cases ‘which 
addressed the issue of reciprocal dealing. Therefore, we begin 
wien that 1963) decusmon, 
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Pie. —CONSOLIDATED FOODS 
CORPORATION 


In April 1951 Consolidated Foods, a food processor, wholesaler, 
M@emeoeei ler with sales of $174 million, acquired a. smal 
manufacturer of dehydrated onion and garlic, Gentry,, Incoroorated 
Weemeodles Of >2.6 million. Fourteen years later (and five and 
Cie mali years after the FTC launched its complaint) ‘the Supreme 
Court of the United States declared that the acquisition violated 
Section 7 or the, Clayton Act. The: count held that, “Rec ipuecit ain 
merotag as 2 result of an acquisition violates’ (Section) 7, elemene 
Peobability of a lessening of competition is shown"*’ By the end 
Sees this was the only antitrust case involving reciprocal 
dealing to be decided by the Supreme Court. A decade later, and 
eeeer much analysis of and writing about the case, ite se ote ie 
something of a conundrum. 


TMieer te Decision (1963) 


The FTC's complaint was laid in December 1957, two decades 
auieie tne previous reciprocity case, California Packing (1937), 
was decided. In that case the FTC held that coercive reciprocity 
-violated Section 5 of the Federal Trade Commission Act as being an- 
unfair method of competition. The FTC's decision, written by 
Commissioner Elman, and made public on March 22, 1963, was the 
itast eon reciprocity in. 26 years. 


Thermessence of the FTC's complaint was this: “the werirzacion 
o£ Consolidated'’s purchasing power in such a manner as to coerce 
Or attempt to coerce food suppliers to purchase dried food 
Seasonings [onion and garlic] from its Gentry Division by 
withdrawing or threatening to withdraw its patronage" 7? resulted in 
Pe loration of Section 7 of the ClaytoneAct.. “cin the hearing 
examiner's decision (December 29, 1961) eight specific instances of 
reciprocal dealing initiated by Gentry or its parent were cited.*? 
In seven of these it seems apparent that the pressure by 
Consolidated did assist Gentry in making sales or making larger 
sales than it otherwise would have made as an independent firm. 
The hearing examiner concluded that "the competitive position or 
share of the market enjoyed by Gentry, under [Consolidated's] 
control, in the production and sale of dehydrated onion and Gan hier 
has been enhanced to the detriment of actual and potential 
Competition.” °*) But the data on market shares are ambiguous, as 
Table 5 illustrates. Gentry's share of the dehydrated onion 
market increased from 27 percent in 1951 to 35 percent wring 1958, 
while its share of the dehydrated onion market declined from 
48 percent in 1951 to 39 percent in 1958. As the data show, the 
overall trends in market shares were subject to considerable year- 
to-year variation. For example, Gentry's share of the garlic 
market was 50 percent in 1952 (the first full year after it was 
acquired by Consolidated), changed to 43 percent in 1956;-t0 
47 percent the next year, and then to 37 percent in 1958. 
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Commissioner Elman appeared to rely less on the market share data 
when he concluded: 


If reciprocal buying creates for Gentry a protected mmarc 
which others cannot penetrate despite superiority of aricee 
quality, or service, competition is lessened whether or not 
Gentry can expand its market share.’ 


He went On to argue that the decline in Gentry’s share of thevganiic 
market does not prove the ineffectiveness of reciprocity: "We do not 
know that its share would not have fallen still farther, had it not 
been for the influence of reciprocal buying.” ° 


TABLE 5 
OUTPUT AND MARKET SHARES IN THE DEHYDRATED 
ONION AND GARLIC MARKETS, 1948-1958 
Calendar Onion io _ Percentage pepora! c ; [ Garlic Se eas Total 
Year [ Total | oe _ Total Basic |Gentry|Puccinelli 
1948 Vp2o0 97:0 62 24 | 3 | ea | VE APRS) 5 PR Biot No | No No Data 
| Data i Data 
1949 5,533,646 Sy) sal | 9 5 | 1,486,028 39 2S) 8 
1950 Th tes HALES) 60 28 7 5) Nr WIS ALS: 36 Syl TS 
est WS O21, 343 59 27 | 5 ) 2), 0277, 906 41 48 ikal 
SUNS) 2 11,849,659 59 2] 8 6 Bae, ee 38 50 2 
JUSS} Mike Her CUO) Bie 36 a 5 I 2 nGWwaVi4 44 | 47 9 
1954 UO), 845% 72! 66 ay, 4 1 PARSON AO PNS: 45 | 46 9 
apo y5y/5) ee OMe eo nlia7 Sy) 29 8 6 } Sy Ol pee 46 44 10 
LING 4 ,,612',629 58 Shs) 9 - 4,039,204 47 | 43 10 
LEIS} 7) NO SOm py Onl a2 38 10 = 4,516,871 42 | 47 | 30 
1958 M8, Ea ZO Did 35 8 | - | Si 7 2 O42 50 | Bo | ane 
Notes: 
1. Percentages rounded off to nearer whole. Simplot did not produce dehydrated garlic. 
38 Since Puccinelli data for 1948 is not available, the total for that year includes only 
Basic and Gentry. 
Source: Consolidated Foods Corporation, Federal Trade Commission Decisions, Vol. 62, 1963, pp. 
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At the heart of the FTC decision, and much of the subsequent 
debate, is the impact of reciprocal dealing on the competitors, 
actual and potential, of the firm able to use/offer reciprocal 


dealing. This is the foreclosure argument. Commissioner Elman 
Phot chads. way: 


Here competition will be adversely affected if the 
reasonable likelihood arises that Gentry's competitors 
will be to some degree foreclosed by the Gentry- 
Consolidated merger from having the opportunity of 
selling to that portion of the market composed of 
Consolidated suppliers. °" 


To be in violation of Section 7, Elman pointed out, "the effect of 
the acquisition may be substantially to lessen competition". 

In the FTC decision, a three stage test was proposed: 

(jets reciprocity anticompetitve in its effect? (2) If yes, did 
the acquisition transform the market structure "to create an 
environment conductive to anticompetitive reciprocity". 

moeee yes +o (1) and (2) is the threat “sufficiently substantial. 
Goebe illegal under Section 7? °° 


Elman answered the first question in the affirmative by 
Citing and discussing the three Section 5 Federal Trade Commission 
Act cases in the 1930's; Waugh Equipment, Mechanical Manufacturing, 
one California Packing. He concluded: "the vice of reciprocity... 
transforms substantial buying power into a weapon for ‘denying 
competitors less favorably situated access to the market'. It 
distorts the focus of the trader by interposing between him and 
the traditional competitive factors of price, quality, and 
service an irrelevant and alien factor which is destructive of 
fair and free competition on the basis of merit."*® 


He also concluded that, “In many respects, reciprocal buying 
bears a close resemblance to the unlawful practice of entering 
into tying arrangements." 


With respect to the second question, Elman also concluded in 
the affirmative. He indicated that the acquisition of Gentry by 
Consolidated "presented it with an opportunity, previously 
unavailable, to reap a profit from sales in one product area, 
dehydrated onion and garlic, on the sheer strength of its buying 
power in other markets, and not on the basis of 'a better product 
or a lower pruvcelnt In addition, Consolidated vhad, overely 
exercised its power with some degree of success. Further, he 
noted that Gentry's competitors were “ill-equipped to respond in 
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In terms of the development of judicial thought on TECIprocity, 
Elman foreshadowed the concept of "reciprocity effect" when he 
stated: 
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While [Consolidated] has admitted the overt exercise 
Of "he power Inherent in ats corporate Strucuure, 
expressly Conditioning purchases’ Trom processorcrenm 
theiw purchases from Gentry; Lt seems 1ebéar “nar 
merely as a result of its connection with 
Consolidated, and without any action on the latter"s 
Part, "Gentry would have an unfaar advantage: over 
competitors enabling it to make sales that otherwise 
might not have been made.*° 


Himan Makes the same point in two other places in fis Goi 
First, in his definition of reciprocity when he Speaks cf Premc 
Overtly or “tacutly” making concessions *’ and second when he states 
that a food processor seeking to do business with Consolidated, and 
whowalso Uses dehydrated onion and Garlic, “will tema tomers: —s 
Gentry as his source of supply, and the advantages acerd neocon a 
trom so- favoring Gentry would not have Co be pointed out by 
Consolidated.” ** 


As to the thard part of his test, the Substantaalercy 0. sere 
anticompetitive effect, Elman estimated that "firms thal bor. 
supplied Consolidated and bought in volume from Genery. | 10 000s 
of onion and garlic in any year from 1946 to 1958] purchased more 
than 25 percent of the onion produced by the indusery sen me. 
quite 25 percent of the garlic."** He concluded that the area of 
prospective market foreclosure was "not merely significant, but 
exceptionally large" as "many other prospective purchasers from 
Genery could be antluenced by the expectation Or promise oc 
reciprocal purchases of their products by Consolidatceds 
As we shall see this point was challenged by Justice Stewart in 
has Supreme Court Opinion. 


Another facet of Commissioner Elman's opinion is imporeant. 
He notes that in Section 7 cases the court is more concerned 
with the power conferred by changes in market structure than 
intent or actual conduct. The fact that Consolidated "has not 
chosen to systematize and vigorously enforce its reciprocal 
buying policy is of far less significance than that it obtained 
ther eOwer EO do SO by the Mergers... He pointed out the fact 
that the actual use of this power "demonstrated that 
[Consolidated's] possession of such power posed a real and 
substantial, and not merely abstract or theoreticaly, threac, to 
Competition! *° 


the Appeal Court Decisron (1964) 


The appeal court reversed the FTC decision (March 24, 1964) 
Giving greater weight to the ten years of POSU-AaCGiias Toon 
evidence saying, "the Commission has mistakenly rejected what 
thes ecord demonstrates as to the past-in’ favor iofsa #ftuboure 
possibility based on conjecture and speculation."*’ In effect, 
the appeal court *saidethat Consolidated has “done tts canncdoe 


ee 


eee no substantial ampact on the relevant markeb occurred a" 

The court asserted that by eliminating the presence of wood 
splinters, Gentry has "achieved a product of higher quality than 
eer Competitors." *®. This finding would be challenged by 
the Supreme Court. With respect to Gentry's increased share of 
the onion Mae ket, the court argued that 1 fe “werent or eee 
to business KecCiprocity—--implied of overt--it seems that ae should 
have similarly affected Gentry's garlic business,"°® which 
Secelined in terms of market sharé. The Court noted the rapid 
growth in the total market (see Table 5 on page, 112) and stiemracr 
that Gentry's gain in its share of the onion market "when viewed 
Pieetne light of the more significant loss of position with respect 
to dehydrated garlic indicates that reciprocity had no substantial 
impact...".°' The Court also pointed out that by 1958 only 

Zs percent of Gentry's sales were to seven food processors who had 
"nationally known and advertised brands which through consumer 
acceptance and loyalty would be relatively immune from individual 
wholesaler or retailer dictation of the source from which 
Ioredients must be obtained."* It was this point that formed 
Eee basis Of Justice Stewart's Supreme Court opinion. 


ier oupreme. Court. Decision (1965) 


In the Supreme Court decision, the opinion of the Court was 
delivered by Justice Douglas. Mr Justice Harlan concurred, with 
one excevtion, with the reasons as given by Justice Stewart. 
Wale concurring with the Court's decision to’ reverse the Court 
of Appeals and uphold the FTC decision, Mr. Justice Stewart's 
reasons appeared to challenge much of what Justice Douglas had 
relied on, and he based his decision on a point raised in the 
AOpeaie Court's decision. On only one point did ali three supreme 
Court) judges agree, that the FTC decision should stand, 1-6-7; 
that the merger violated Section 7 of the Clayton Act. “Two vot 
the three agreed that the Commission's finding was "barely 
supportable", to use the words of Justice Harlan 


Justice Douglas' Opinion. At the very outset of his opinion 
Justice Douglas held that reciprocity made possible by the merger 
mis one of the congeries of anticompetitive practices at which the 
antitrust laws are aimed".°’ He quoted the FTC's conclusion that 
it is ""an irrelevant and alien factor' intruding into the choice 
among competing peoduct sume Justice Douglas also foreshadowed 
the "reciprocity effect" concept when he pointed out, "Reciprocal 
trading may ensue not from bludgeoning or coercion but from more 
subtle arrangements."°° He? yuledwthac 2 threatened withdrawal 
of orders of products of an affiliate cease being bought, as well 
as a conditioning of future purchases on the receipt of Cruse os £Oxu 
puoduetceohethat arfiliate.is an antreompetitive practice: . 
Justice Douglas noted the change in Gentry’S share: of the gariic 
and onion markets, the doubling in size of the total market and 


the high level of concentration in both markets. He cited specific 
examples of ceteris paribus reciprocity. In réviewing the Courc sor 
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Appeals decision, dustice Douglas indicated that’ it had given too 
much weight to the post-acquisition evidence. He stated: 


If the post-acquisition evidence were given 
conclusive weight or allowed to override all 
probabilities, the acquisition would go forward 
Whiley niliy, the parties biding herr time sob gman nt? 
reciprocity was allowed fully to bloom.” 


He argued that “the force of [Section] 7 is still tn preboot. | 
not in what later transpired...moreover, the post-acquisition 
evidence here tends to confirm, rather than cast doupbre Uso me. c- 
probable anticompetitive effect which the Commission found the 
merger would have." °? Refuting what the Appeal Court said, 
Douglas stated, "The Commission found that Basic’s |Gentry sumajer 
competitor---see Table 5 on page 112] product was superior to 
Gentry's--as Gentry's president freely and repeatedly admitted. 
He continued, "Yet Gentry in a rapidly expanding market, was able 
to increase its share of onion sales by 7 percent and to hold its 
losses Gncqarlic to a 12 percent decrease.” = 
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Justice Douglas concluded his opinion by ruling that 
de minimus reciprocal dealing situations are beyond the reach of 
Section 7. "But where, as here, the acquisition is of a company 
that commands a substantial share of a market, a finding of 
probability of reciprocal buying by the Commission, whose 
expertise the Congress trusts, should be honored, if there is 
substantial evidence to support it." °®* He concluded that the 
evidence was "plainly substantial", for "reciprocity was tried 
over and again and it sometimes worked." °* While he followed 
Commissioner Elman's opinion on point after point, Justice Douglas 
confuses a number of terms in his discussion. He speaks of 
"substantial evidence”, "substantial share of a market” eng 
“probability of reciprocal buying”. The Commission focneed:on 
substantiality of the anticompetitive effect of reciprocity in 
terms of the share of market foreclosed to Gentry's competitors. 
For example, Gentry could have a substantial share of the onion 
or garlic markets and yet not be able to foreclose a substantial 
share. Of that market to its competitors if, as the Appeals Counc 
pointed out, the buyers of dehydrated onion and garlic produce 
sufficiently well-recognized products that the threat ofa major 
wholesaler/retailer to reduce or discontinue stocking them 1s o78 
Itt le consequence... it is one hing for sdustice Devigiecmtoarue 
that there as substantial evidence to sustain the BYG's decision 
and another. for him to make his own finding of fact that) in the 
case at hand "the effect of such acquisition may be substantially 
to. lessen ‘competition...".as provided tin, Section’ Jem Hesapoeane 


to. have -done both. In his decision Justice Harlan discusses 
En BS eootn te 


This Court must reveiw administrative findings as 
they are made by the agency concerned, and if the 
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evidence will not support the findings and theory 
upon which the agency acted, an affirmance of the 
agency's order cannot properly rest upon a 
reassessment of the record by us.°" 


Specifically, Harlan did not want to rest an opinion on "evidence 
upon which the commission indicated no reliance."*> He found that 
tae seven instances of succéssful efforts by Consolidated to 


pressure its Suppliers to buy from Gentry, "for the Commission 
justifiably to find that Consolidated had not used all the 
reciprocal buying leverage it could muster”, and therefore, that 


ene "probable effect of Gentry acquisition would be substantially 
to lessen competition in the relevant market" £° 


Justice Stewart's Opinion. We move now to Justice Stewart's 
Opinion, in many ways the most interesting of the three. At the 
outset he ruled that Section 7 was not passed to outlaw 
diversification and that "clearly the opportunity LOL Leci preci ty 
1S not alone enough to invalidate a mergers. More than the 
Beare potential" for reciprocal buying’; the law requires a more 
elosely textured economic analysis." ® He goes Lurthen jos porint 
out that “the mere effort at reciprocity cannot be the basis for 
finding the probability of a significant alteration in the market 


serUCture. section / does not punish intent.” From the pointe of 
wicw OF economic theory, opportunity for reciprocity as such as 
not a recognized element of market structure. However, (One sor 


the bases for recivrocal dealing, monopsony power , is one element 
Of what economists refer to as market structure. 


Since Opportunity is not enough Justice Stewart states that 
"some standard must be established for determining how effective 
reciprocity must be before the merger is subject to invalidation. 
On reviewing the effects of the merger he finds that "the industry 
reflected the salutary qualities normally associated with free 
competition." ’! In particular the merger may have spurred 
technological innovation and the improvement of product quality. 
Justice Stewart states, "there is no evidence to indicate that 
barriers to entry were particularly severe." =. The Appeal sceure 
hedsoointced out that a small producer of dehydrated onion, . 
Samoret, left that industry. in 1955 “for reasons nNavingenG eating 
on the issues here",’? and that Gilroy Foods had entered both the 
Sentomiand garlic andustries; in 1959. This) firm was later acquired 
by McCormick Foods Inc., "whose requirements exceed Gilroy's . 
Otpute'’* “The Appeal Court also noted that in 196) assubsidiary, 
of General Foods announced plans to build a plant to make, . 
dehydrated onions, scheduled for completion in late Lo96l: 


nw 70 


Justice Stewart specifically rejected ‘the FTC's finding, 
followed by Justice Douglas, "that processors seeking a second 
source of supply relied on Gentry rather than Puccinelli [see 
Mabiern5, spbadew 1) 2h) elhat tact cany vestry on Se are alternative 
hypotheses that it is persuasive as to none. 
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In a Section 7 case, Justice Stewart stated, “the touchseeme 
Pevic sulie: Probeabul ity elat competition will be lessened."// We 
note that the statute speaks of "the effect of such acquisicron 
may be substantially to lessen competition... 27 Slew wer toss 
Say ecnac; 6 fo determine that probability the courts and the Com- 
mission should rely on the best information available, whether it 
igs an examination of the market structure before the merger has 
taken place, or facts concerning changes in the market after the 
merger has been consummated."78 He chided the Court of Appeala, 
not for giving too much weight to the post-acquisition evidence, 
but for "the gloss it placed on the statistics and testimony ad- 
duced before the hearing examiner and the Commission. 42 


Having advocated "a more closely textured economic analysis," 
Justice Stewart found "the record in this case sorely incomplete, 
and a reviewing court is given little guidance in determining why 
this merger should be voided, if reciprocity——-creating merger 
are not per se invalid."89 He concludes that “the record contains 
just enough [evidence] to support invalidation of the merger, but 
because of evidence not referred to in the Court's (Mr Suusterce 
Douglas'] opinion."81 His argument is that the food processing 
industry is composed of two classes of manufacturers: those with 
"significant brand names commanding consumer acceptance" and "the 
smaller processors," many of whom "sell their product to -consolt. 
dated in bulk, for packaging under house labels of Consolidated 
divisions."82 Consolidated's power over the brand name manufac- 
turers "is minimal" while the other manufacturers who rely on 
wholesalers like Consolidated to persuade supermarkets to stock 
their lesser known labels "are susceptible to the subtle pressures 
of reciprocity."83 Justice Stewart concluded that "the pattern 
of movement in this class, when contrasted to the lack OL a. pat 
tern among the major processors, seems to me Ssutficient toe Suppere 
the Commission's conclusion that these shifts were in response to 
the influence of reciprocity, whether express or ‘tacitly accom- 
modative.'"84 He added that this pattern confirms that Consoli-> 
dated has the power to influence the purchases of a substantial 
segment of its suppliers. 


Analysis of the Opinions 


Quantitatively, what share of the relevant market must be 
"Foreclosed" by reciprocal dealing before the merger giving rise 
to the reciprocity is declared in violation of Section 7? The 
FTC ruled that at least one-quarter of the markets for dehydrated 
onion and garlic was foreclosed and described this fractron) as 
"not merely significant, but exceptionally large"®° Mr. Justice 
Douglas affirmed the FTC's reasoning and decision. Mr. Justice 
Stewart gave no quantitative measure, but our inferences from his 
analysis and data provided by the FTC and the appeal courte de- 
cision as that foreclosure! of about 15 percent of che parkel aay 
reciprocal dealing will make the merger illegal under Section 7. 
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Consider the data in Table 6. 


TABLE 6 


CONSOLIDATED FOODS CASE: ESTIMATES 
OF MARKET SHARES 


Gentry. Sul vsc scales 


(mal lwons of abs.) 


Dehydrated Dehydrated 
_— Onion = = ___Garlic _ 
(1) Total industry sales Se Wea by alow 
(2) Gentry total sales 64259 de 930 
(3) Gentry sales to major customers of 
Consolidated 4.617 1.264 
(4) Gentry sales to 7 manufacturers 
with nationally known and adver- 1.600 - 500 
tised brands 
(5) Gentry's sales to major customers 
of Consolidated other than (4), By Oy 1.480 
een, 5 ).— (4) 
(6) Share of total market foreclosed: 
(a) FTC and Justice Douglas (3) + (1).=25%+ (3) #(1)=252+ 
(b) Mr. Justice Stewart (as de- . : e 2 = A, 
rived from his argument) (She ark Gee ae 
SOURCES: (1) and (2) Federal Trade Commission Decisions, Vol. 


Cope bobes pps 935-936;..(3) Ibid., pp. 957 (4) Hederai kRepovter, 
2aesertes, Vol, 329, 1964, p. 627. The Appeal ‘Court indzeates 
that "only 25 percent of Gentry's sales" were to these national 
Manufacturers. Therefore (4) was taken to be .25 Gentry's total 


sales. 


It would appear that two significantly different quantitative stan- 
dards were developed in the only Supreme Court ruling on reciprocal 
dealang, © 1f foreclosure of one-quarter of the market was more 

than enough for the FTC and Justice Douglas, was foreclosure of 
one-sixth sufficient, the proportion implied by Justice Stewart? 

On May 30, 1968 the Justice Department issued its "Merger Guide- 
inesmeinewilch 1t stated: 


Unless it clearly appears that some special market fac- 
tor makes remote the possibility that reciprocal buying 
behavior will actually occur, the Department considers 
that a stgniticant danger of reciprocal buying 1s pre- 
sent whenever approximately 15 percent or more of the 
total purchases in a market in which one of the merging 
firms ("the selling firm") sells are accounted fOr Abby: 
firms which also make substantial sales in markets where 
the other merging firm ("the buying Eiri ) SuSebotnwa 
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substantial buyer and a more substantial buyer than all 
or most of the competitors of the selling firm.86 


From this statement one wonders the extent to which the quantita- 
tive standard implied by Mr. Justice Stewart in Consolidated @food, 
influenced the determination of the 15 percent figure, SWriti 
before the Supreme Court's decision was announced, Professor 
Donald F. Turner, later Assistant Attorney General for the Anti- 
trust Division, argued that “a conglomerate merger shouldenore 
outlawed because of possible reciprocity effects unless at least 
fifteen or twenty percent of a market is made subject to fore- 
closure."87 He agreed with the Appeal Court's reversal "because 
of the lack of any indication that Consolidated had leverage over 
purchasers who accounted for a substantial share of the denydrated 
onion and garlic markets."88 Professor Hinnegan argues that "the 
evidence does not support a finding of a probable, substantial 
lessening of competition at all" and he is "forced to conclude 
that the Commission and the Court were satisfied with something 
less because they proscribed the merger."89 He pointed out that 
Consolidated could not "pressure" national suppliers with widely 
accepted brand names to purchase from Gentry and that such 
packers' sales to Consolidated in most cases were less than one 
percent of their total sales. He states, "better than eighty 
percent of Consolidated purchases came from this type of sup- 
plier. Further, the record shows that, for various business 
reasons, even the private label packers were not susceptible to 
reciprocity pressures."99 Hinnegan concludes that "the evidence 
shows that any results realized by (Consolidated's attempts at 
reciprocal dealing) were strictly de minimus at best."2! He goes 
on to note that Consolidated called witnesses from about twenty- 
five representative Gentry customers "who unequivocally denied 
that their sales to Consolidated had any connection with their 
purchases from Gentry. They testified in detail and repeatedly 
to very real reasons why reciprocity cannot be an effective mar- 
ket force in the food industry."92 Hinnegan questions why this 
testimony was not accepted by the Commission or the Court--"unless 
purchasing agents, as well as trade relations men, are considered 
to be morally or ethically questionable in their methods of 
dealing."93 We might add that in subsequent cases the courts did 
accept such testimony. a 


U.S. V. INGERSOLL-RAND (1963) °4 


The Preliminary Injunction 


Less than three weeks after the FTC had given its ‘opinion in 
the Consolidated Foods case, District Court Judge Rosenberg 
granted the Justice Department an interlocutory injunction against 
the acquisition of three manufacturers of underground coal mining 
machinery by the Ingersoll-Rand Company, a large maker of general 
industrial machinery. In 1961 I-R had sales “of S187 mMiiiton. 
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Very early in his Opinion Judge Rosenberg made it plain it 
was not his intention to consider the evidence presented before 
him in five days of trial "as finalizing the case, but Omi y reat 
such character as to guide [him] into making a preliminary deter- 
mination."?° His opinion rests on two main points: (1) that the 
combination of three manufacturers of underground coal mining 
machinery and equipment will increase the level of concentration 
in the line(s) of commerce involved and so violate Section 7 of 
the Clayton Act, and (2) that the acquisitions "may contravene 
ehes provisions of Section 7 if they result in the creation of 
relationships between the resulting company and its customers and 
suppliers which may bring about competitive advantages to the 
merging companies detrimental to competition,"9° i.e., reciprocal 
dealing. Some five pages of the decision are devoted directly to 
Ciigand only one page is devoted to (2). The judge finds that 
the acquisitions would give I-R 30 percent of "the broadest rele- 
vant market, underground coal mining machinery and equipment"97 
60 percent of the total industry sales of continuous miners (the 
narrowest relevant market), and "about forty percent of the total 
industry sales in face coal mining machinery and equipment,"98 
the intermediate market definition. 


Judge Rosenberg's analysis of reciprocity is based on alleged 
three-way reciprocal dealing, and no figures are presented. 


Ingersoll-Rand's position as the fourth largest general 
industrial machinery manufacturer requires it to pur- 
chase large quantities of steel, and its purchases are 
important to the steel industry. The steel industry, 
on the other hand, constitutes one of the largest mar- 
kets. for coal today. It is not overly spéculative: to 
assume that the judicious use of its steel-purchasing 
power by Ingersoll-Rand could immeasurably increase the 
sales by the acquired companies of machinery and equip- 
ment to the coal mining companies which acutely need 
the goodwill of the steel industry.9? 


Not content with this long series of unsupported inferences the 
judge also asserts, here outlining the concept of what was later 
called "reciprocity effect," that the overt exercise of such power 
(even in three-way reciprocity!) may be unnecessary: 


Moreover, the mere existence of this purchasing power 
might make its conscious employment toward this end un- 
necessary; the possession of the power 1s frequently 
sufficient, as sophisticated businessmen are quick. to 
see the advantages in securing the goodwill of the 


possessor.100 

Judge Rosenberg followed the Supreme Court's dictum Ln US. 
v. Griffith (1949) (also followed by ther BHiCain Consolidated . 
Foods) that large-scale buying power can be a weapon for denying 
competitors less favorably situated access to the market. 
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His condemnation of reciprocal dealing as "an irrelevant and alien 
fact which is destructive to fair and free competition on the 
basis of merit"l!92 follows directly the language of Commissioner 
Elman,!°3 but without the benefit of proper citation. 


Appeal on the Preliminary Injunction 

This decision, which was upheld by the Court of Appeals for 
the Third Circuit, illustrates the problem when judges go farther 
tham they need to justify their decision. “The reciprocity sargn- 
ments were superfluous in this case because the horizontal combi- 
Nation Aspect was so Strong. Data presented in the appeal court 
decision indicated that the three proposed acquisitions jointly 
accounted for the following market shares: 


Market Share of market (range), D9GO-[9Gz- 
Continuous miners 60.73 — 63223 3n collars iue 
(narrowest definition) 53.9% - 60.3% in machines sold 
Face coal mining 38.4% - 47.9% in dollar value 


machinery and equipment 


Underground coal mining 
machinery and equipment 29. fees Bo 
(broadest aefinition) 


in dollar value 


oo 


The appeal court agreed with Judge Rosenberg's finding of fact 
that "The company [Ingersoll-Rand] putting these units together 
will, with their financial resources, and with the finance company 
which Ingersoll-Rand already has established, tend to create a 
monopoly by elimination of competition by other companies in this 
line of commerce."195 On the matter of reciprocity, the appeal 
court quoted with approval the words of Judge Rosenberg that we 
cited above and concluded, "We think it has been demonstratea 
clearly that the public interest required the interlocutory relief 
granted by the court below. "106 


Analysis of Ingersoll-Rand 


The lack of even the most elementary analysis of the poten- 
tials profitability of reciprocity is obvious. -in E96 i—Reaac 
sales of $181 million and its steel purchases could not have 
exceeded $40 million. Using the broadest market definition, the 
sales of the three firms to be acquired was $13 million out of a 
tetal of 541.7 million in 1962. Suppose, through threesway reci— 
procity I-R could increase its share of the market to one-half, 
i.e., about $21 million in sales. Suppose further that the net 
profit before tax on the increase amounted to 25 percent of sales 
(a very generous estimate). Then I-R would increase its net 
profits by S2 million. What is the basis for this *mest-opeimietic 
result?” Tt is sthat IR Wea sufficiently anportane  ruremadcic. 
steel that it can pressure its steel suppliers to pressure their 
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coal suppliers to purchase their underground coal mining machinery 
and equipment from I-R's new subsidiaries. But almost one-half 
the coal mined does not come from underground operations and one- 
quarter of all coal is not sold to industrial users. While no 
figures are available, it is likely that energy utilities consume 
more coal than do steelmakers. In any event, the $40 million in 
Beee) purchases we estimated for I-R is not large. relative to the 
total output Of any Of the major steel ee Nae: Lok? reallyaiiad 
unexploited monopsony power, it could increase its net profits 
before taxes by $2 million by reducing the price paid for its 
steel by 5 percent. It is hard to imagine I-R had sufficient un- 
used market power to be able to practice such secondary reci- 


procity Orethat if it did why it would nottuse Pevdivecelyapy 
Obtaining steel at lower prices. 


FORD LTD. (1965) 


This case is the result of a request by the Justice Depart-— 
ment for a preliminary injunction preventing the R. J. Reynolds 
dobacco Co. from acquiring Penick & Ford, the fourth largest pro— 
ducer of cornstarch and related products.198 The Government 
Pascoumttcs claim (under Section 7 of the Clayton Act)’ largely on 
the contention that competition in the sale of starch and dextrin 
for use as an adhesive in the corrugated box and paper industry 
would be impaired because of the potential for reciprocity between 
Reynolds, a large user of boxes and paper, and its suppliers of 
these materials, to the benefit of Reynolds' affiliate Penick & 
Ford. District Court Judge Coolahan denied the injunction describ- 
ing the Government's case as "mere speculation inferred from a 
state of facts ambiguously conducive to such conjecture."109 He 
concluded there had "not been a sufficient showing that the acqui- 
Steron will create the probability of 4 protected market sin: ene 
[starch] industry which cannot be penetrated by competing firms, 
and more particularly that Reynolds would engage in or encourage 
the type Of practice prohibited [reciprocity]."!5° The decision 
was given just three weeks after the Supreme Court's FULIN Gea 
the Consolidated Foods case to which Judge Coolahan repeatedly 
referred, but was at pains to distinguish from the facts in 
Penick & Ford. 


The Judge began by discussing a number of facts about the 
cornstarch-dextrin industry. The industry had ten producers and 
two nonproducers who bought for resale. Total OuUtCpUL. was uexpand= 
ing. As the fourth largest producer, Penick & Ford (PvE 7) 
accounted for 12.8 percent of the market if imports (10 percent 
of the total) and the output of one firm are ignored. | Theretore, 
P & F probably had about 11 percent of total’ USS sales Obesrarch 


if we adjust for these two factors. The largest single use of 


starch was aS an adhesive in the corrugated box and paper industry. 
Judge Coolahan said the evidence established that ®thevstarch 


producers and the paper company consumers engage in = thes practice 
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of trade relations which fosters reciprocity."111 While reci- 


procity was "a definite industry factor," it was often practreea 
defensively, there was "great emphasis on research and sales 
techniques," and reciprocity was "not so significant a factor as 


to preclude competition where other competitive means are noe 
equivalent."112 The Judge accepted the Government's argument 

that the "particular sub-line of commerce" affected by the acgqui- 
sition was the sale of cornstarch to the paper industry.113 He 
described the industry as made up of "ten viable, aggressive 
competitors none of which clearly dominates the entire market, ii4 
He noted that a new entrant in three and one-half years "through 
the use of more efficient production means was able to effectively 
engage ih price competition and swiftly move to’ the tead ori 
dustry."115 In short, Judge Coolahan found that while members 

of the industry engaged in reciprocity, the structural precondi— 
tions of the industry militated against it becoming a significant 
factor in an industry in which "competition flourishes."116 


These findings were reinforced by his findings on the evi- 
dence regarding Reynolds. Judge Coolahan gave the greatest 
weight to the fact that "there has been no policy of reciprocity 
practiced Gither currently or in the past. The purchasing and 
Sales departments are unrelated and under the control of different 
executives."117 He went on to point out, "At no time did the 
Government show or introduce proof that Reynolds had ever deviated 
from this nonreciprocal policy either in its own business or in 
the business of the concerns acquired under its diversification 
program."118 But like Judge Rosenberg, Judge Coolahan had 
occasion tO prove too* much. For example, he observed that 
"Reynolds' motives for acquisition are manifestly aimed at diver- 
sification rather than efforts to obtain leverage in the starch 
industry."1129 While following Justice Stewart on the point that, 
"the opportunity for reciprocity is not alone enough to invalidate 
a merger under [Section] 7," he ignored Stewart's ruling that 
"Section 7 does not punish intent." Similarly, Judge Coolahan 
expended some effort in pointing out the irrationality of Reynolds' 
deviating from its policy of strict cost control of its purchases 
--"it would seem poor economic judgment to jeopardize such suc- 
cessful business policy in order to increase the sales of a newly 
acquired subsidiary, especially where the increase will only be 
a small percentage of that subsidiary's entire gross business."129 
The last two arguments are superfluous to his other findings of 
fact. In seeking to "gild the lily" he is leaving himself open 
to. attack for trying to prove. too much 


In arriving at his decision Judge Coolahan set out the fol- 
lowing test: 


..-the Government must prove by clear and convincing 
evidence that the transaction sought to be prohibited 
will have a probably substantial anticompetitive 
effect.1l21 


Because this was a hearing upon an application for a preliminary 
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injunction, the Government must establish that it has a "reason- 
able probability of success in proving their case on the merits 
upon a final hearing."'** in applying the Supreme Court's 
decision in Consolidated Foods, Judge Coolahan argued that "while 
that decision lends support for the underlying theory many factual 
distinctions exist between the two cases."!23 In this regard he 
compared the Level. of concentration, whether or not the acquiring 
firm assisted Or was likely to assist in reciprocal dealing, the 
availability of post-acquisition evidence and the extent, tovwwhieh 
the Government could obtain alternative relief in the future.}2" 


In conclusion, Judge Coolahan found that the "evil" had ex- 
isted prior to the proposed acquisition and that while the entrance 
of Reynolds presented the possibility of increasing reciprocity by 
purchasing power, possibility is not probability and the Govern- 
ment had not met the test of Section 7.!25 


The Justice Department, undaunted by this decision, brought 
a civil suit alleging violation of both Section 7 and Section 1 
of the Sherman Act requesting that Reynolds divest itself of Penick 
& Ford. On September 22, 1969 a consent decrée was entered, also 
before Judge Coolahan, in which Reynolds was required to sell off 
PPenack & Ford within two years. 7° 


v GENERAL DYNAMICS 
ioe, 


In a decision that was not appealed, District Court Judge 
Canela ruled that General Dynamics Corporation's acquisition of 
paewiiqn1d Carbonic Corporation in 1957 violated both Section 7 
@eethe Clayton Act and Section l of the Sherman Act. >°°~ However, 
the Government failed to prove that Liquid Carbonic's efforts at 
systematic reciprocity, as assisted by General Dynamics, resulted 
in contracts (bilateral agreements) in restraint of trade of a 
"not tinsubstantial amount" of commerce, and as such, violated 
section 1. 


Review of the Findings 
Onrhact 


We begin by reviewing some of the facts of the merger brought 
Gutean the decision. When GD acquired LC in 1957 1t had sales or 
S1.5 billion and was among the 20 largest industrial corporations 
inuethe ues. 8 8646oIn.l956 LC had sales of $35 million, a Ii cricsover 
half of which came from carbon dioxide (CO.). However, LC was the 
fargest producer of CO, (solid, liquid and-gas) having 35 percent 
to 40 percent of a market in which the two largest firms had 60 
percent, the four largest 75 percent and the six largest 79 percent 
Sitmtotal sales: By 1961, the year before the Government launched 
its complaint, GD had sales of over $2 billion and 75 to 85 per- 
cent of these were to the armed forces, AEC and NASA. Because 
of this fact it was asserted that GD had considerable unexploited 
monopsony power which could be effectively utLlazed=by -bGytinougaA 
reciprocal dealing with GD's suppliers. 


anella reviewed the intent of both "GD and LC an venter= 
ing es Pceace! He concluded that, "Liquid Carbonic con- 
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sidered the opportunities for reciprocity as 1tS 'MOSt Sign te veaas 
advantage to be derived from the merger. General Dynamics, on the 
other hand, although aware of the Market power createa by ene 
merger and at least passively assenting to aid the implementation 
Gi iireciorocity |=. 4, Was primarily motivated to merger by a desire 
FOr Givercipication. "122 On the matter of Intenee tn eee Vrcam, 
cases, Judge Canella indicated he was following “Che Supreme 
Court's dictum in Brown Shoe (1962) that intent “is an aid in’ pre- 
dicting the probable future conduct of the parties and thus the 
probable effects of the merger."130 


Reciprocal dealing by GD and LC was of the highly systematic 
type. Very shortly after the merger, top level executives of 
both created the "Special Sales Program." Its two main features 
consisted of (a) the preparation of data on the major suppliers 
of GD who could also purchase LC's outputs, and (b) contacting 
the "target" companies' top level management by persons Similarly 
placed an GD. "Prospect cards,” “sales reports," a “regional care 
index system" and "vendor books" listing 4,000 suppliers whose 
sales to GD in 1958 exceeded $10,000 were utilized. In the spring 
of 1961 the program was refined with the addition of the "National 
Accounts System." “This group of accOUunts consistedq wor approxi- 
mately 350 companies each of which sold $250,000 of goods Dn Ly Ge 
to General Dynamics."131 GD and LC's efforts were further focused 
on firms in which purchasing was controlled at headquarters rather 
than at the individual operating units. The judge remarked, “It 
was feared that pressure applied directly to purchasing agents, 
whose jobs are too Jimited to appreciate the ‘mutual Denerics Se_ 
reciprocity, could lead to complaints to the Anti-trust Division 
of the Justice Department."1?2 


While the odd exception was noted, most of the reciprocity 
was of the ceteris paribus type--if LC could match the terms of 
its competitors, it would automatically obtain the business. In 
this case the form of reciprocity was akin to what we have earlier 
described as the "negative psychological type," except that the 
initiative came from GD-LC. The judge described it as follows: 


In the normal course of events an account which cooper- 
ated merely continued to receive its share of sales to 


General Dynamics, i.e., the status quo was maintained. 
No affirmative promises of favorable treatment were 
made. 133 


Judge Canella rejected GD's claim that its purchases were 
made on the basis of open bids--hence it could not threaten to 
curtail purchases. He asked, if this was true, why had GD created 
its reciprocity program? He then noted that GD under the Defense 
Department regulations could determine which firms were invited 
to bid and could tailor the specifications*to Eilt*ecooserative 
Stpplwersn- 9 “Hel alee, rejected the claim thatelackeolminter. 
divisional cooperation in GC prevented the Special Sales Program 
from operating effectively. 


Se One 


Wate impact did GD-Lets Systematic program of reciprocity 
have? Between 1960 and 1962, Judge Canella found that sales of 
COz to SSP accounts increased from $34,189,325 to Sei 547esee aang 
sales Of other industrial gases to SSP accounts increased from 
Bey 257816 to $4,346,455. He gave particular weight to the fact 
that total sales by LC to the SSP accounts increased by 33 percent 
WeasestOtal gas sales, including the FECiIprocity accounts. ine 
creased by only 7 percent. "The court finds that the relevant 
causal factor is the use of reciprocity."135 The judge noted 
that the 2.7 percentage point decline in LC's market share in 
the period 1954-57 "was effectively halted...Between 1957 and 
1962, its share of the combined sales [of the 6 largest CO2 dis- 
tributors] increased from 33.6 percent to 36.1 percent, as mea- 


Sured in tons shipped, and from 36.2 percent to 37.5 percent in 
dollar amounts."136 


the aludge’s Findings on the Law 


The merger of General Dynamics and Liquid Carbonic came be- 
See cie vcOourt under Section 7 of the Clayton Act, "because at 
eCreared an opportunity for the defendant to increase sales via the 
Weewor reciprocity."13/ Judge Canella cited the words of Corwin 
“Edwards, Commissioner Elman and Justice Douglas in making the 
Point that "'reciprocity' is not a word of fixed meaning."133 (He 
introduced the concept of "mutual patronage" reciprocity to judi- 
Cial opinion, which "occurs when both parties stand on equal 
footing with reference to purchasing power inter se, yet agree to 
purchase from one another."139 He emphasized Justice Douglas' 
point that "reciprocal dealing may ensue not from bludgeoning or 
coercion but from more subtle arrangements" and Edward's relating 
to "large and powerful concerns" exchanging favors. He concluded 
Ebatwe a prohibition of coercive and noncoercive reciprocity sorac- 
tices is no more restrictive than the present checks on, inter 
alia, horizontal and vertical mergers and requirements contracts. 
When a sufficient volume of trade is concerned, a balancing of 
interests requires that the businessman's freedom of operation 
must be curtailed to prevent concentration of economic power 
inimical to the public interest."140 Judge Canella held that both 
coercive and mutual patronage reciprocity are anticompetitive 
practices.14l 


With respect to Section 7, the judge, following Consolidated 
Foods, stated, "the question is whether the reciprocity made pos- 
Sible by the merger gives rise to the probability that a substan- 
tial lessening of competition will occur."142 To answer this 
question Judge Canella argued that the merger gave GD an outlet 
for its purchasing power to create sales via reciprocity through 
its LC subsidiary. In particular, he focused on the use of lever- 
age by GD, i.e., where a supplier's sales to GD were many times” 
farger than LC's.sales of CO, and industrial gases to the supplier. 
In such cases "a distinct [and] a predictable threat to compet i- 
tion is presented."143 As to whether such leverage will be used, 
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he concluded, "the practice being prevalent in the business com- 
munity, its implementation can be expected."144 We note that no 
empirical evidence was cited to support this statement. But the 
judge did point out that Liquid Carbonic had’ “a Longiiis-e: mies 
antitrust violations."145 Like Commissioner Elman, he emphasized 
the large firm's power to engage in coercive reciprocity. 


The issue of whether competition was substantially lessened 
was held to rest on the amount of foreclosure which the defen- 
dant's activities could be expected to achieve if unchecked.146 
yudge Canella focused om the sales of €O>5 to 359 f£imis eenstcer-s 
by the government aS major accounts and targets for systematic 
reciprocity, In 1962 such sales ($2,542,888) accounted = icre i 24 
percent.of° LC "s total COs sales, 6.6 percent 6&8 the top o 11.0 -) 
CO>5 sales and 5.2 percent of all CO} -distribucors @sa) ae oo 
judge held that "while certainly not every sale in the $3,542,888 
total was made, or assured, by ther presence of recip recem ae 
figure does indicate, in a rough fashion, the dimensions of the 
potential involved. Moreover, it should be mentioned that the 
1962 sales figure represents the actual, not the potential, sales 
to major accounts."147 Although he did not expect the potential 
to rise to the 25 percent. figure in Consolidated Foods, “it 
certainly would far exceed the 5 percent figure for the program 
at that time was still in its infancy."148 Judge Canella, in 
adopting the 5 percent figure for purposes of discussion, describes 
it as, "the most conservative estimate of the probably foreclosure 
possible under the circumstances."149 He then noted that in the 
Alcoa (Rome Cable) (1964) and the Brown Shoe (1962) cases the 
supreme Court had enunciated the rule that the higher the jeven 
of market concentration, the more suspect a given amount of fore- 
closure becomes.12°9 The judge then reviewed the Philadelphia 
National Bank (1963) case where a horizontal merger accounting for 
30 percent of the market and the Alcoa (Rome Cable). case in which 
only 1.3 percent of the market was added to the defendant's con- 
trol. In both cases the Supreme Court held that the mergers vio- 
tated Section, 7. 


Analysis of the 


Anticompetitive Effect 


Unfortunately, Judge Canella confused an increase in market 
concentration and the amount of the market foreclosed. If we 
measure the level of concentration by the share of the market con- 
trolled jointly by the four largest firms, an increase in LCC's 
Share by five percentage points may not change the four-firm con- 
centration ratio at all. Only if all of LC's increased share of 
the market (e.g., from 35 to 40 percent) comes at the expense of 
many small firms (firm No. 5 or smaller), will the four-firm con- 
Ceneration ratio ineresse, But it as far more likel cnet bee 
increase will come at the expense of proportionate decreases in 
the market shares of the larger firms. 


a ee 


my chs! case, LC"s share increases but concentration, as 
measured by the four-firm concentration ratio, is unchanged. Un- 
like a straight forward horizontal merger, aS in the cases cited 
by Judge Canella, "foreclosure" by LC of 5 percent of the market 
does not reduce the number of competitors. It merely redis- 
tributes market shares. 


Since he used a different concept of foreclosure than was 
used by Commissioner Elman and Justice Stewart in the Consolidated 
Foods case, can we use the data provided in Judge Canella's 
decision to measure the extent of foreclosure due to LeCLprocity 
in the CO 2 market? Early in 1961 a senior executive in charge of 
reciprocity is quoted as saying that the special Sales Program 
"used properly, patiently, and effectively could easily generate 
5 million dollars in new business over the next two years. "1951 
In his footnote to this statement Judge Canella points out that 
the dollar estimates included both CO, and industrial gases whose 
Sales were about equal in 1960-62.152  Lc's sales of CO, to the 
SSP accounts totalled just over $3.5 million or 5.2 percent (of 
the total CO2 market. To this $3.5 million figure, which the 
judge admitted included sales to national accounts not attribut- 
able to reciprocity, let us add the $5 million estimated increase 
@aecales due to reciprocity and assume all «such sales were jor coo, 
Iueripdivade by total industry CO, sales in 1962 a(56825 imid lion) 
we find that the outside estimate of the market foreclosed is 
12.4 percent. fF we assume one-half the total increase in sales 
due to reciprocity was accounted for by COj, then the market fore- 
Closeq amounted to (3.5+2.5)+68.3=8.8% of sales. Mrs dustice 
Stewart in Consolidated Foods apparently found 15 to 17 percent 
of the marked foreclosed as "barely supportable" as a substantial 
lessening of competition. We have shown that at the outside the 
share of the CO, market foreclosed was 12.4 percent (but probably 
8.8 percent). Had Judge Canella not embarked on a line of reason- 
ing using the market share tests in horizontal merger cases, to 
which the Supreme Court itself did not refer, he could not have 
arrived at his decision. In light of the market share implicit 
in Justice Stewart's analysis, Judge Canella would have had to 
rule that General Dynamics use of reciprocity on behalf of its 
affiliate Liquid Carbonics had not foreclosed a proportion of the 
CO, market sufficient to result in a substantial lessening of com- 


petition. 


Our discussion of Judge Canella's decision as it relates to 
thescharge under Section 1 of the Sherman Act will be conducted 
under the section "The Sherman Act Cases" below. 


ALLIS-CHALMERS MFG. CO. 


V. WHITE CONSOLIDATED _ 
INDUSTRIES INC. (1969) 
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Preliminary Injunction 


Late in 1968 White Consolidated (WC), a conglomerate firm 
with sales of $825 million, moved to acquire Allis-Chalmers (4-@)9 
a diversified manufacturing enterprise with sales of $821 million. 
In 1965 WC's sales totalled only $54.7 million, although it had 
acquired 20 firms since 1950. Between 1966 ana 19608 WC acqumzed 
another! 12 firms. including Blaw=Knox,) a \manutaccure: Of srolmenea 
mills which was to figure in the alleged opportunity for recip- 
rocal dealing. A-C sought a préliminary injunction preventing WC 
from making a tender offer to increase its share ownership from 
the 31.2 percent it has purchased from Gulf and Western Industries. 
District Court Judge Wright refused to grant the preliminary 
injunction. He argued that A-C failed to establish that the 
merger would prevent potential competition in the form of the 
likely entry of A-C into the electrical appliance and metal rol- 
ling mill industries.154 In addition, he wuled that vwA-Ce tailed 
to establish a loss of potential competition in "larger custom 
machine shop capability," where A-C claimed to have 15 percent of 
national capacity and WC to have 5 percent. Judge Wright ruled 
that. "large custom machine shop ‘capability” was not 4a produce se. 
line of commerce and that there was insufficient evidence to 
establish a reasonable probability of success if the case was 
tried on its merits.!°5° It is important to note that no menticen 
Of reciprocity was\ made in) the District Caurt ss cpinion-. 


Appeal on the Preliminary sin junce Lond 


The Court of Appeals for the Third Circuit reverseqa, the 
District Court in a two-to-one decision, holaing that there wes 
a reasonable probability of showing a violation of Section 7 ‘o£ 
the Clayton Act on a final hearing #2& Circuit: Judge seane, 
Writing the majority, opinion, the decision an which Seitz, c.0. 
concurred, directed his opinion to. three issues..9 He stated: 


«othe, proposed acquisition of Allis by White poses tne 
probability of a violation ‘lof Section 71.4 because tne 
acquisition threatens to: 


(a) eliminate potential competition. in the metal) rolling 
Mill andustry and other relevant markets; 


(b) diminish potential independent competition in other 
diversified markets; and 


(c) enhance the power of a White-Allis to engage in 
reciprocal dealing.157 


While Judge Stahl dealt with three issues, Judge Seitz, following 
Judge Rosenberg in Ingersoll-Rand, was prepared to grant a pre- 
liminary injunction solely "on the ground that after final hearing 
the district court: might find that the merger would createra 
market structure conducive to unlawful reciprocal dealing in the 
rollingsmi lls area. 12 
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. im evaluating the Opinions expressed in this case and in 
Pewuchwand: Ford, Ingersoll-Rand, Northwest Industries, ITT- 
Hartford, and White Consolidated and White Motor we must skeen saa 
mind that they are Opinions regarding applications for a prelimi- 
nary injunction. This as in contrast to Consolidated Foods, which 
was a trial on the merits of the case with eventual appeal to the 
Supreme Court. Judge Stahl points out nothing Said an. this 
Opinion 1s to be taken as an attempt to determine finally any 
aspect of the ultimate merits of this case."159 Many commentators, 
and even some of the judges, move back and forth between the Valor 
1ous Opinions without regard to the context in which they were 
written. Yet presumably both the quality of the evidence and the 
standards of proof are different in a hearing on a preliminary 
BAJuUnCtiON, 1n an appeal on a preliminary injunction (whichis) to 
rule only On whether the lower court has abused its discretion 
in granting or failing to grant a preliminary injunction,160 and 
timo DGOper trial on the merits of the case. 


We will now examine Judge Stahl's Majority Opinions lust he 
Allis-Chalmers case solely as it relates to reciprocity. Then we 
will look at Judge Seitz's concurring opinion. Judge Stahl noted 
that the major purchasers of rolling mills are the steel com- 
panies, that A-C purchased an average of $30 million worth of 
steel from the ten steel companies which are Blaw-Knox's (a sub- 
Sidiary of White) principal customers for its rolling mills, and 
that A-C‘s total annual purchases of steel mill products totalled 
$44 million. He then went on to say, "When coupled with White's 
annual purchases of steel mill products, about $42,000,000 in 
value, a White-Allis combination would buy a far larger amount of 
Steeieulan any of Blaw-Knox's competitors in the rolling maid 
market."16l From this fairly straightforward recital of facts, 
the judge proceeded to draw a strong conclusion: "The danger to 
Competition inherent in that market situation is not. ditticule 
to perceive."162 Judge Stahl then cited Justice Douglas' point 
that reciprocal dealing need not ensue from "bludgeoning and 


coercion," and the similar point made by Judge Rosenberg in 
Ingersoll-Rand regarding "the mere existence of this purchasing 
power...." He concluded that "the tremendous purchasing power of 


a White-Allis combine, coupled with Blaw-Knox's enhanced position 
amethe rolling mill market, may foreclose Whites competitors sin 

the sale of rolling mill machinery to the steel industry."163 

We note that the double effect here is really a single effect, as 
it is the purchasing power of the White-Allis merger which gives 

Blaw-Knox its "enhanced position." 


But far more important is the complete lack of empirical 
evidence (or analysis) to buttress this conclusion-~specifically 
to determine if the extent of market foreclosure is sufficient 
that it "may be substantially to lessen competition" as provided 
in Section 7. Like Judge Rosenberg in Ingersoll-Rand, Judge 
Stanl saw no need to enter into an analysis of market Shares 
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elther with respect to reciprocity or the horizontalyand verre 


aspects of the merger. He stated, "I do not believe the question 
of Market Shares is dispositive in the present (prelinina, gee. 
of the proceedings," particularly in a conglomerate merger si 17 


ation.1°4 He viewed Section 7 as "designed to arrest the rising 
tide of economic’ concentration and to curb, in its  ineipienc, aes 
lessening of competition made probable by the possession of market 
power acquired via corporate acquisitions within the scope of 
[Section] 7."165 Judge Stahl saw the potential for reciprocity 

as promoting the "entrenchment of already significant market 
power” and therefore an anticompetitive factor. At no time in hie 
entire opinion does the judge address the issue of whether the 
anticompetitive effects "may be substantially to lessen competi- 
tion." He simply rules "that the proposed takeover is very 

likely to have anticompetitive effects in violation of [Section] 
7."1©6 Judge Seitz based his entire concurring opinion on the 
reciprocity aspect of the case. He specifically rejected White's 
argument Chat Allis" purchases of Steel (S30 million a-vear)errom 
the principal customers of Blaw-Knox amounted to only one-quarter 
of one percent Of all steel purchases in the U.S. and ae sic 

Were insignificant. He stated: 


-» there is a reasonable probability that the vdistrice 
court after final hearing may find that the proper com- 
parison is between the steel purchasing power of Allis- 
Chalmers and that of the competitors of Blaw-Knox in 
the rolling mills field and that it would show that 
Allis-Chalmers is a substantial buyer of steel in com- 
Parison to them. 1o7 


AS “Judge Aldisert noted in his dissent, this “concltuercn oe 
proffered [sic] without factual support."1°8 He argues that with 
respect to reciprocity, the record was "devoid of sufficient 
facts to support a preliminary injunction..." and that "from the 
barest of facts, the majority have conjured vivid overtones of 
reciprocity in the rolling mill industries."169 He insists that 
"the vice of reciprocity can only be determined in the context of 
the market involved" and that the trial record on this point 
“suffers from factual anemia."170 Judge Aldisert quotes Justice 
Stewart that the courts cannot rely on "slipshod" information con- 
fusingly presented and ambiguous in its implications."171 It 
would appear that the majority opinion in Allis-Chalmers v. White 
Consolidated represents the high-water mark in JUSt this sere of 
thing. 


The majority, having reversed the District Court, granted 
Allis-Chalmers a preliminary injunction preventing White Consoli- 
dated from acquiring additional shares. White's request for 
certiorari was denied by the Supreme Court in January of 1970. 
White Consolidated made no further move to acquire Allis-Chalmers. 
However, later in 1970 White Colsolidated sought to merge with 
the White Motor Corporation. _The Justice Department sought and 
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obtained a preliminary injunction alleging ay violatronvet 
See eod 6 This case will be discussed later in this chapter. 


U.S. v. NORTHWEST INDUSTRIES 
AND B.F. GOODRICH (1969) 
NA OS) 


Pee iil 7. 969; by means of an exchange of shares OBrar, 
Northwest Industries, a Laalroad | turned conglomerate, proposed 
to merge with B.F. Goodrich, the large tire maker that had also 
become highly diversified. The U.S. Justice Department sought 
ieereliminary injunction (alleging violation of Section 7 of 
tee. rayton Act) preventing the merger of the two firms. In 
wrry Of 1969 District Court Judge Will denied the inj unertiony 
being "unable to find that the Government has demonstrated 
probable success with respect to any particular line of goods 
Or services in any area of the country or with respect to the 
anti-competitive effect of the increased potential for recip- 
rocity inherent in a combined Northwest-Goodrich...."!72 He 
argued that the issuance of a preliminary injunction would fore- 
close a "more careful and comprehensive consideration of the 
possible anticompetitive effects of the proposed acquisition."!73 
AS a result he denied the Justice Department a prelaninary 
injunction, but he did entér a comprehensive hold-separate and 
Status quo order permitting Northwest to obtain more shares in 
Goodrich while ensuring that Goodrich was maintained as a 
separate viable, going concern. 


There 1s a real difficulty in assessing the implications 
of the case for the development of the case law on FECciprocitcy. 
While denying the Justice Department a preliminary injunction, 
he “recognized that there is a very real possibility, 12 not 
a probability" in a trial on the merits that the Government 
would establish the requisite anticompetitive effect of recip- 
Pocity co constitute a violation of Section 7.°’* ‘On both 
the horizontal and vertical merger aspects and the potential 
for reciprocal dealing, the judge describes the facts in fan 
more detail (including numerous quantitative measures) than was 
done in the Ingersoll-Rand and Allis-Chalmers v. White Consoli- 
dated cases.» In, Coming to the opposite result as the District 
Court and Appeals Court respectively in the two cases cited 
above, he appeared to require much more conclusive evidence 
themaidesthe other judges. Finally, we note that over three- 
CUaweers Of Judge Will's opinion in this) Case dealmwiien the 
NoOrizZontal and vertical merger elements of the case. Recip- 
TOCIty Was a Significant but Jdesser 1ssue in this ease, 


With respect to the reciprocity aspect of the merger, the 
Justice Department advanced two main arguments: "First, ih 
[suggested] that Northwest could secure freight shipments from 
ether raul “carriers in exchange for routing Goodrich shipments 
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over such carriers' lines. Second, it [suggested] that because 
rail service is frequently limited to a single carrier, shippers 
in the areas serviced exclusively by Northwest's railroads might 
purchase Goodrich products im che hope or securing better rail 
service."!’5 The second was described by the Justice, Departieme 
aS erecrpLloCcil ty errece. 


This tS the first case in which the (berm “1eciprocm., 
effect" was used, although, as we have seen in the Ingersoll- 
Rand and Consolidated Foods cases, the idea of a firm directing 
its purchases to a firm to which it wishes to sell, in recog= 
nition of that firm's market power, isnot new. However, in 
this case reciprocity effect takes on a slightly different 
twist. In return for purchasing from the Goodrich Side or ine 
merged firm, the reciprocity-initiating firm hopes to ger 
better service from the railway component of the conglomexate 
rather than seeking to stimulate the conglomerate to purchase 
from 1t Or to continue to purchase from te. 


In his review of the @vidence on reciprocity poreniral 
Judge Will noted, among others, the following points. In 1968 
Goodrich spent about: $60) million on trezqht, abour, 60 (percene 
of whichewas vail traftfie. Only $750,000 Wert of suc caren 
used Northwest's railroads. It was pointed Out that Gocdrveh 
exercised 1ts8 Yight to route the “traftime 1 over eo0Npercen ace 
all its shipments. The Government contended that in light of 
the merger $2.4 million of Goodrich freight expenditures could 
be diverted from trucks to Northwest's railroads and that of 
another $2.2 million now passing over other railroads at least 
part could be rerouted over Northwest lines. Note that much of 
this evidence really deals with foreclosure in the markets for 
shipping by railway and by truck as a result of the vertical 
element of the merger. Northwest challenged the Government's 
estimates of freight diversion, arguing that only 700 Goodrich 
cars could be diverted from other railroads to Northwest--out 
Of a total of 1,500,000 Gars annually. Northwest also argued 
that the practices alleged by the Government would violate 
Interstate Commerce Commission regulations. In his evaluation 
of the evidence Judge Will stated, "the diversion estimates 
presented were general and inconclusive,"'’*® and that the anti- 
competitive effect was "not determinable on the basis of the 
present erecora. ’* 


Specifically, the reciprocity element was that by select- 
ing certain rarlroads to carry Goodrich Treight,. Northwest 
would receive a variety of benefits from those railroads: an 
equal amount of interline freight; empty freight cars in times 
of shortage; and support for rate changes benefiting Goodrich 
or other Northwest shippers. In addition, Goodrich would be 
able to get better rail service and increase its sales to rail- 
roads ‘interested “in tes freraqht through reciprocity etrece. 
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Going beyond the gross reciprocity potential of aggregate 
size and diversification, the Government presented evidence 
that both customers and suppliers of Goodrich and Northwest 
PraceLocd reciprocity. It indicated that Alcoa, Cities Service, 
du Pont, Humble Oil, Enjay Chemical, Monsanto, Pittsburgh 
Pace sGlass, Texaco and Container Corporation all engaged in 
reciprocity (Alcoa had a written policy favoring ceteris 
paribus reciprocity) and appeared to sell to Goodrich-Northwest 
more than they bought from the two firms. The Government 
Pemeended that Velsicol Chemical, a subsidiary of Northwest, 
to use the judge's words, "is now and has been engaged in a 
mel sCale and vigorous reciprocity program."!7* 


It also put into evidence the fact that one of Northwest's 
Barlroads purchased paper grain doors on the basis of reciprocity-—— 
eeneranry, to the alleged instructions of Heineman, at that time 
chairman of the line.'’? Evidence was also introduced contend- 
mouciate Lone Star Steel, a subsidiary of Northwest, entered 
mnto a contract to purchase coal from an oil company on the 
implied condition that the oil company purchase tubular products 
mrom Lone Star. 


To counter this evidence, Heineman, president and chief 
executive officer of Northwest (and instigator of the merger) 
Bestified that Northwest had "a policy against reciprocal 
dealing, considers such a practice uneconomic, and has no 
machinery for effectuating the practice."'’®° When he took over 
Northwest's railroads he said he prohibited the practice and 
that he operated the various units of Northwest as separate 
Protit centers... The latter, he argued, would result in unre- 
Suited reciprocity effect, to use Steiner's phrase. However, 
it was apparent that no written policy against the practice 
was disseminated in Northwest. Judge Will pointed out that 
"any comprehensive policy against reciprocity is a fairly recent 
development and a reflection of the personal philosophy of Mr. 
Heineman.’ Ws to his ultimate findings ef fact, Judgeiwill 
Stated: 


Whitest ws clear that the potential tor recip- 
rocity would be substantially increased, the extent 
to which actual reciprocity would be practiced and, 
therefore, the probable actual anticompetitive 
effect thereof is, on the basis of the present 


record, difficult if not impossible to forecast. !°? 


Unlike some of his colleagues on the bench, Judge Will insisted 
that a violation of Section 7 requires a specific demonstration 
of a substantial lessening of competition in any section Ons 

the country.!%3 Despite the ruling in this case, Northwest 

did not consummate its merger with Goodrich, perhaps because 
Piemlatter was a most reluctant partner. 
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THE INTERNATIONAL TELEPHONE AND 
TELEGRAPH CORPORATION CASES 


ITT, headed by the archetypal conglomerateur, Hareld 
Geneen, has inevitably been involved in jantrtrust acerens 
alleging violation of Section 7 of the Clayton Act.‘*° Three 
of these Gases dealing with reciprocity will be discussedm 
this section. 


On March 3, 1969, ITT enteréd into a merger agreemenu yn 
Grinnell Corporation, a manufacturer Of power pipingssyoeemea, 
automatic sprinklers and pipe hangers; with sales Of S34) nr eiic. 
in 1968. One month later it did the same with The Harttord 
Fire Insurance Company, the sixth largest prope ty and) varie, 
insurer in the U.S!, with revenues of S9C¢°omiRhron ai Joo 
On April 25, 1969 Canteen Corporatiom waeuner ged ilo ei. 
Four-fitths of Canteen's sales in 19687 (5256 ma iveom Seonet seco 
of the sales of vending and manual food Service to induscrial, 
commercial, educational and medical accounts. 


The Justice Department first moved for a preliminary in- 
Junction with respect to the acquisition of Crivnnerieai 
Hartford. District Court Judge, Timbers’ denied the requessn 
(October 21, 1969), but directed hold-separate ordérs in each 
case. The Grinnell case was then tried on its merits before 
Judge Timbers, who ruled against the Justice Department in an 
opinion filed December 31, 1970. The Justice Department, 
following the acquisition of Canteen and an agreement by LITT 
to maintain Canteen as a separate entity, filed suit alleging 
that the merger violated Section 7. In atrial on the merits 
of the case the Justice Department failed to prove its case, 
ruled District Court Dudge muscimn. 


By agreement, the Government's appeal to the Supreme Court 
was dismissed and the Justice Department obtained a Consent 
Decree in each of the three cases on September 24, 1971, under 
which ITT was required to divest part Of Grinnell, alivor 
Canteen and either Hartford or Levitt (a large home building 
firm), Avis (car rentals) and the Hamilten Literinsurance 
Company. In addition, Grinnell had to ensure that the purchaser 
of its Fire Protection Division Give an aindertaking tothe 
Justice Department not to engage in reciprocal relations in 
the sale of automatic sprinklers tor 10 years.) Canteen; wiareiore 
and ITT were barred for 10 years from engaging in reciprocity 
and were ordered to take anti-reciprocity actions.'®® Professor 
Stanley Boyle, in a long article on the three ITT cases, states 
"these divestitures had almost no effect upon the economic 
operation and strength of ITT “and, that ansofar as they murpor:. 
to bring about relief, they constitute economic window-dressing. 
F. Marion Hughes argues that the Supreme Court “would probably 
have condemned the ITT mergers in a decision as questionable 
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from an economic analysis as was Consolidated Foods."!°°8 He 
claims that while ITT "did have to divest itself of many of the 
holdings which the government believed presented problems...the 
present situation called not for a settlement for one company 
but for an elaboration by the Supreme Court upon the law 
peetocting all future conglomerate mergers."'!*? 


Per-Grinnel] (1969) +°?° 


these reliminary injunction (1969): Although both the ITT- 
Grinnell and ITT-Hartford decisions regarding the preliminary 
injunction were contained in the same judgment we shall treat 
them separately because the former was later tried on its 
Temes and the latter was not. In Grinnell the Justice Depart— 
fom rdrguea Section 7 of the"Clayton Act was violated and made 
ewe SpeCific claims. First, that the merger would give Grinnell 
various marketing and promotional competitive advantages over 
fee competitors in the form of an opportunity to engage in 
weeeem OL package selling, through affiliation with Hartford, 
mreough access to ITT's financial resources, and EprOuge fore= 
elosare of Grinnell's competitors from foreign sales.’*! Second, 
in the words of Judge Timbers, "the proposed merger raises the 
probability of reciprocal dealing by creating a market structure 
Gonducive to such'dealing."’°* Our discussion will focus on 
this issue, which was dealt with in the decision at the same 
Pength as they first claim. 


The Justice Department asserted that the merger would per- 
mie both reciprocity through the use of pressure and reciprocity 
Petect) VOluntarily or involuntarily, ITT" s ‘supplaers would 
transfer their purchases of automatic sprinklers (sales of $67 
million in 1968) and pipe hangers (sales of $13.3 million in 
mooecorGrannel! to curry favor with, maintain or increase 
Poets purchases from them. It was argued that IT?’s suppliers 
were actual or potential purchasers of sprinklers--specifically, 
fiat Tr purchased: $350 million of goods and services from an- 
dustries that accounted for 28 percent of total new plant and 
equipment expenditures and 67 percent of such expenditures by 
all manufacturing industries in the U.S. ITT argued that those 
responsible for the purchasing of automatic sprinklers (the 
product upon which the issued was focused) were not Suppliers 
of ITT, e.g., 30 percent were sold to educational institutions, 
hospitals and retail establishments, and 80 percent of the 
remainder were sold as part of new construction work "where 
sprinkler work is done on a bid basis by general or mechanical 
contractors who are not significant ITT suppliers as a group 
or individually."'!°9° Judge Timbers stated that little or no 
evidence was offered with respect to other factors relevant to 
determining if conditions were conducive to reciprocity, 1.e., 
product characteristics, the importance Of #TiStosies suppliers, 
eed diverewrication of other customers Of Tile cuppiier-| 
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and the degree of competition in the market Injwhich .iiies 
suppliers eperated. | On the question of “opportiun Ety sem 
market structure conducive to reciprocity Judge Timbers found 
the record "inconclusive" and would not permit himself to make 
a finding on this point.’**° 


As to the probability that reciprocity will, 1 fa Geyaee 
practiced, the judge said the "substantial, Credible evidence 


introduced by the defendants...precludes any finding basedson 
what amounts to an anfcrence =e Uefeh ee by the government that 
reciprocal dealing will occur." 6 The evidence explored here 


indicated that reciprocity potential was not part of the decis- 
ion to merge, that ITT had a written policy against LECipEOeLey, 
that ITT was organized around profit centers--each Givis On 
having its own decentralized sales and purchasing departmences 
and, it was argued, reciprocity erfect would go unrequited: 
Judge Timbers specifically rejected the Government's contention 
that once it has shown that a merger will create an opportunity 
for reciprocal dealing, such a merger violates Section 7. 
Consolidated Foods, Allis-Chalmers v. White Consolidated, 
Ingersoll-Rand and General Dynamics were cited by the government 
in support of its contention. The judge saw these cases as 
"readily distinguishable from the instant case."'** He pointed 
out that in Consolidated Foods there was considerable past 
acquisition evidence and that Mr. Justice Stewart had ruled 

the opportunity alone is not enough. In General Dynamics 

there was also post acquisition evidence,"as well as evidence 
that the opportunity to engage in reciprocal dealing was one 

of the primary motives for the acquisition of Liquid Carbone 

by General Dynamics."'?? While acknowledging that reciprocity 
potential was the main issue in Ingersoll-Rand and Allis-Chalmers, 
Judge Timbers argued there was a "crucial factual distinction! 
between these two cases and Grinnell in that "there was no 
evidence of company policy against reciprocal dealing...." in 
those two cases, unlike that in Grinnell.*°° In Penick & Ford, 
he pointed out that while Reynolds submitted evidence that 

there was a company policy against reciprocity the government 

did not rebut Zt. With respect to the Northwest Industrics 

case, the judge indicated that Northwest introduced evidence 

that it had a policy against reciprocal aealing, yeu nesdidgioe 
indicate Judge Wills evaluation of Northwest's "policy einae 

we noted above. Judge Timbers asserted that, unlike the Penick 

& Ford and Northwest Industries cases, "the government has | 
not established the "exustence Of Vanvorganized Teciprocity 
program Or a prior histery (of veciprocalsdealing by Werendance 

Or their suppliers."°**-'! Wwe move Now to Judge Timbers "deciscics 
following ‘the trial on. the merits of (the case. 


Trralionsehe Merits (1970). At the trial on the merits 
the Justice Department's ‘claims of t@vicolationsort Secticni) were 
of two major types.) First that Grinnell Gs. thet dominant con. 
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Pee On inecertain, lines of commerce and in certain sectione 
of the country. This claim was based on what Judge Timbers 
describes as "well settled" law "that when a company which is 
foe dominant competitor in a relatively oligopoli1etic marc « 
is acquated by a much larger company, such acquisition 
violates Section 7 of the Clayton Act if the acquired company 
gains marketing and promotional competitive advantages from 
the merger which will further entrench its position of domin- 
ance by raising barriers to entry to the relevant markets and 
by discouraging smaller competitors from aggressively 
competing. '-° 


The judge ruled that Grinnell was not the dominant com- 
petitor in any relevant market and indicated he was tempted 
Eoeentcim judgment for ITT at that’ point.*°* He then proceeded 
Pomcie government’s second set of claims assuming, arguendo, 
Moab Grinnell was a dominant competitor in the automatic 
Seranciem devices and installation markets. The second claim 
was that the merger would confer marketing and promotional 
Pavantages upon Grinnell not available to its competitors. Four 
Piecneeseven were listed in the discussion, above (p. 137) = Te 
these the government added vertical foreclosure, ITT assistance 
Boereenrering the central station alarm business, and reciprocal 
Pealing. | ) Judge, Timbers indicated that “the major marketing 
and promotional competitive advantage which the government 
claims Grinnell will gain from the ITT-Grinnell merger is an 
enhancement of Grinnell's market position through reciprocal 
aombunaweauced by ITT’ s large purchasing power.’ ° 


The judge followed very closely the analysis he made in 
mie wnearing On the preliminary injunction. He stated theve were 
bVoOmractual requisites. First, whether the merger creates (au 
Spoortunmity for reciprocity and second, whether such reciprocal 
Tectia fact, 1s Likely to occur., He» disted ene. varaables 
Peosoctated) with the question of whether the merger will) create 
eaiiarket structure conducive to reciprocity as he had in the 
preliminary (see pp. 137-138) but he devoted almost aul ae ort 
hes discussion to the issue of the extent to which ITs 
Supplies were actual or potential customers of Grinnell's 
automatic sprinkler installations. Judge Timbers reviewed the 
government's point that ITT made purchases of $100,000 or more 
from industries which accounted for 71 percent of total new 
plant and equipment expenditures by manufacturing industries 
Mrige9.66,, —°.° But he followed ITT's submission that "the number 
of companies from which ITT in fact purchases is a more reliable 
measure of maximum reciprocity and reciprocity effect poten- 


tial...."2°? Further, the government's witnesses with experience in 
the sprinkler industry testified, with few exceptions, sthatatherc 
were no instances of actual or suspected reciprocity. ~The judge 


Aoawmreointed.out. that “a substantial, and increasing proportion 
Stesprankler work is. done for nonindustrial customers" and 
that most sprinkler work "is awarded on a competitive bidding 
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basis, thus minimizing reciprocity and reciprocity eiliect™ po ere 
tial."2°® Pinally, he argued, a large proportion of sprinkler 
work is done as part of new construction "where sprinkler 
inetallers bid largely to: general and mechanical contractors 
rather than to owners, thus minimizing the likelihood of 
Significant ITT purchases from industrial sources."*°? 


On this last point Judge Timbers' analysis can be challenged 
in that he has ignored the possibility Of Secondary Or UnEce—Wc.. 
reciprocity. As Hughes puts it: 


ITT may not have any direct influence over the general, 
contractors who buy most of the sprinkler systems, 
but ITT does have power to influence the purchasers 


Se the mew construction. who) are ehevsipplecrs cin ame 


In other words, ITT pressures its large suppliers, who are also 
in the process of building new plant and equipment to’ Tell therr 
general contractors to specify Grinnell sprinkler equipment in 
sending the job out for bids. 11 AS Was noted in’ the" General 
Dynamics case, even the government bidding regulations for 
defence contractors have enough room in them for management to 
axvercise its influence over who bids and to what specifications. 
mudge Vimbers' faith in the ethical standards of general con- 
tractors’! is touching, but a little naive. There is nothing 
to prevent the purchasers of new construction from instructing 
the general contractor to request bids trom sprinkling system 
installers on the basis of Grinnell equipment. The FTC Staff 
Report on corporate mergers reported several instances of 
exactly this sort of thing.*’? 


As further evidence that the market structure was not 
conducive to reciprocity the judge reviewed the period before 
the merger when Grinnell had no established policy against 
reciprocity and concluded thatt "the record shows that recioro— 
city was not a significant factor in Grinnell ’s sprinkles 
business...."°"* He did, however, feel 1 was necessary to 
point out that where reciprocity allegedly existed it had 
occurred five years earlier and a number of the companies in- 
volved had signed consent decrees enjoining the practice.**° 


On the issue of whether reciprocity was in fact likely to 
occur Judge Timbers concluded it would not for three reasons: 
(Lj stheltace that DTT was organized Anto prortlt center> anc 
reciprocity would not enable each center to maximize its profit 
independentiy, (2) ther tact ‘that iT? didhnet, collect purchasing 
and sales data necessary to identify reciprocity opportunities, 
and’ (3)) the sact “that DTG had had a written policy acainse 
reciprocity since 1966 and the government did not provide 
evidence that any ITT unit obtained business as a result of 
reciprocity or reciprocity effect.*'*® As we shall see in our 


discussion Of LIT-Harttord peach of these barriers’ to eerual 
reciprocity can) be challenged: 
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PiT<Hartford (1969) 


| Although the government made five specific claims?!’ in 
eto request for a preliminary injunction, the one with respect 


to reciprocal dealing was the "primary" one.?!® Judge Timbers 
Scaced : 


The government asserts that as a result of the pro— 
posed merger ITT will be able to exert pressure on 
its suppliers to switch their insurance business to 
Hartford by conditioning ITT's purchases...on the 
suppliers' agreement to purchase insurance from 
Hererord. -* 


The government introduced evidence indicating that ITT suppliers 
eecounted) tor from 6:5 percent of the property and liability 
insurance market to 19 percent of the market for group health, 
Tife and accident insurance sold to employers. But the judge 
never really qot beyond the issue of whether insurance is the 
EyPewormproduct that lends itself to reciprocity. Two main 
points were raised in regard to'\whether insurance is sufficiently 
snomogencous to permit reciprocity: (1) the existence of insurance 
managers and brokers "as indicative that insurance purchasing 
decisions are complicated decisions which do not lend themselves 
POorecciprocity considerations," (2) the assertion that insur- 
ance relationships are long term and "that there is little af 

any motive for an insured to switch from one insurer to 

another." To buttress this point reference was made to insurers' 
we luetance: torbear heavy start-up costs if a farmas: a’ “switener, and 
to the build-up of a surplus where actual claims are below 
eects... Judge. Timbers, presented with confiivets an 
evidence and expert testimony, ruled that insurance did not lend 
ioaetintor reciprocal dealing. ~~ * 


Om almost every point raised by ITT; and’ on balance 
accepted by the judge, Denenberg and Cummins disagree. They 
argue that "companies can and often do change insurance compan- 
1é6és for good reason, and reciprocity is one good reason.” 

Their survey of risk managers of large corporations indicated 
thatitone change does not a ‘switcher’ make," and in iomemeases 
a "surplus" built up over time is returnable upon cancellation.** 
Their central argument is that "insurance is not only suscept- 
ible to reciprocity; in many ways it is ideal for the practice 
BE reciprocity."""° They givevthe following) reasons: (2) insur- 
ance is a universal necessity for every kind and size of 
business; (2) Hartford as a firm isa leading insurer and 
universally acceptable in terms of solvency, contracts (all 
lines ability to provide any kind of competitive contracts, 
service considerations, i.e., claims adjustments, engineering 
services nationwide) and price ("for many kinds of insurance 
there is virtually no price competition"); (3) the methods of 
purchasing, i.e., a centralized insurance department aware of 
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the firm's major customers, tendency to switch nsurers more 
frequently than brokers, and the fact that "insurance changes 
generally involve no disruption of the production line..." and 
businessmen seldom have strong preferences fOr SpeCreLre 
insurance companies. *** 


Judge Timbers was the first to hold that one of the elements 
essential to create an opportunity for reciprocal dealing’ 1s 
"whether [a firm's] suppliers operate within an, olagepolistere 
or concentrated market with dull price Ccompetut von. < Denenberg 
and Cummins challenge this proposition. They point oul that 
the judge's argument is true only in the’ sense that, I’lslartrore 
fried to sell insurance to an ITT Supplier on térms: less avor. 
Ablewthan those avallable to the supplier = competitors. "However, 
the court does not recognize that in a multiproduct Situation ter 
ITT has an incentive to sell [insurance to LES supp bers) 7ou 
terms equivalent to those which [they] could obtain “trom porher 
firms."22° That ITT's suppliers would be willing to engage nal 
true ceteris paribus recivrocitv simplv because ITT PEON ROE 
its customers is the essence of Denenberg and Cummins' rebuttal 
to Judge Timbers. They point out that while the market for the 
competitively produced input purchased by ITT isco tyatiecsed, 
such reciprocity would allow ITT-Hartford to expand ‘itssmarket 
share at the expense of other insurers who are not buyers of 
the-anput purchased by ITT, *77 We have already pomntedueul mite 
etal weakneadses in this argument in@chapreres. == 


The factors seen by the court as militating against the 
actual practice of reciprocity by ITT were also questioned by 
Denenberg and Cummins, including the reliance on ITT President 


Geneen"s testimony, “an obviously Biased withecsun > Bailhey 
state Wa general antireciprocity, policy as met inconsistent 
with the use of reciprocity on an ad hoc basis. [In fact, 

reciprocity is most important in marginal cases, ive. eaeSe 


in which the product price, quality and service abcributes< 
are quite evenly matched."*?° Even without the availability 
ofpurchasing! data, sales personnel are probably aware of the 
identaby OL their) firm's big suppliers or Ge ables tomebtaim suc) 
information, they argue.~**’ More importantly, Denenberg and 
Cummins, point out that large enterprises of =the multi-division 
or profit-center form have a "'general office’ which coordinates 
the activities of the individual profit centers and sets 
strategic goals of the conglomerate as a whole."*°* They give 
some evidence that ITT operates a strong general Giphee. “2  9bin 
light -ofethe) evidence, in thus and the @ ukemi ca co, that 

Iv does not appear te practice any) form of peciproczcy, 
Denenberg and Cummins! points are of more theoretical than 
pragulcali relevance, 
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err—Canteen: (1971) 


The Justice Department's case against ITT's ACGuLSa COME O Er 
the Canteen Corporation (which went directly toa triaie oneine 
merits) was based on three probable effects of the merger: 
reciprocity and reciprocity effect, vertical foreclosure and 
barriers to entry, and the triggering of other mergers. Judge 
Pverius dasctission of the last two accounted for less than 
two pages aS compared with more than 13 pages of his opinion 
devoted to reciprocity and reciprocity effect. 


_At the outset he stated "there are three prerequisites to 
a finding that a merger violates Section 7: 


First, the merger must significantly increase the 
Opportunities for reciprocal dealing; 


Second, there must be a reasonable probability 
that those opportunities will be exploited; and 


Peedi eee resulting reciprocal dealing, if any, 
must Nave a tendency to substantially lessen 
Competition, -~** 


Following Judge Timbers in ITT-Grinnell and ITT-Hartford, 
Mewliscted tive factors to be considered to see if there had been 
aeoigniticant increase in the opportunities for reciprocal deal-— 
ing.*3*5Judge Austin noted that the Government's economist had 
not considered several of these factors in his evidence’ and that 
the defendant had provided evidence strongly refuting his 
peseition, on the issues to which he had addressed himself.- ~ 
He then reviewed the evidence on each of five factors: 


fee tue extent to which ITT's suppliers are actual or potential 
users of Canteen's food service. The Government indicated 


that ITT makes purchases of $100,000 or more in industries which 
PecounG £00 55.7 percent of the total number of industrial 
employees and 53.1 percent of the total number of plants with 
more than 250 employees. But, the judge pointed out, ITT 
purchases from only 0.58 percent of the companies operating 
meeindustries which it is a buyer. .At the level of individual 
Supplier, ITT and Canteen made purchases of $20,000 or more 

from 3,800 companies in 1968. But no evidence was supplied to 
show whether the plants of the sample of 375 firms in this group 
Were in areaS in which Canteen operated or were suitable for 
Canteen's industrial food or vending service.*?*’ 

peehey scope of the market represented by Uni for tuesprodteks 
sold by its suppliers, i.e., for other than innocuous forms of 
reciprocity, ITT's purchases would have to constitute a signifi- 
cant fraction of its suppliers' sales. Judge Austin stated 
that. "TT's purchases represented .an inconsequential percentage 
Beeies suppliers’ sales. For example, ITT's and Canteen's 
purchases of $20,000 or more from companies on the Fortune 500 
ieee averaged only 0.118 percent of those suppliers total sales. 
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A more comprehensive analysis would recognize that many o£ 
firms in the top 500 industrials are broadly diversified 'enmrers 
prises. The point is to determine the absolute number of £irms 
bY divisions of diversified firms at the four scr sive ica 
level for whom ITT is an important buyer. sin pother words we 
need to look at the right-hand tail of the distribuciongo: 
ITT's purchases at a lower level of aggregation. 

3. The extent to which an ITT supplier also-sells to Canteen's 
Competuntors jin) the rood and vending.service Hnidustries, aneer 
by engaging in reciprocity with ITT-Canteen, the supplier would 
be sacrificing vts opportunity torselt ce Canteen's competitors. 
Specifically, the judge noted that the purchases both individ- 
ually and in the aggregate of Canteens competitors are wey 
Signuhicant and can act; as) a "counterbalance" to) ITl-Ganceem rs 
buyingepower. 

4. .The degree to which the markets in which ITT buys are com- 
petitively Structured and provide “no real Opportunity eror 
iga(eLlepaeers ial dealing."*""° The Government ettered movevidencescy 
this point. Our comments, following the analysis of Ferguson"! 
and Denenberg and Cummins, were discussed in the preceding case 
andy aneChapter 5. 

5. The extent to which food service (which the judge held to 
include vending and manual on-site food service)is a product 
that lends itself to reciprocal dealangn. 4 In Chapter Sywe 
noted that it is generally argued that homogeneous or closely 
substitutable products Or services for whven ‘pr veces, are 
essentially the same most easily lend themselves to reciprocal 
dealing. wWudge Austin, on the baste "of Nis Carlicre review of 
the matter’**? said "the food service business is characterized 
by frequent and important variations among suppliers in the 
types of food service systems utilized in the quality of foe 
products and service provided and in the prices and Cont Gectual 
terms offered."*** He concluded that the product was not 
"highly susceptible" to reciprocal dealing.**° 


With respect to his second prerequisite, “that there ia .a 
reasonable probability that the opportunities for weciprociry 
will be @xploited, Judge Austin noted that ian Consolidated Foods 
the Supreme Court had ruled "the 'mere possibility' of the 
prohibited restraint is not enough." He also quoted Wustiee 
Stewart that “It requires more than ‘this kind of Dare poreietal 
for réciprocal buying to bring a merger within the ban of 
[Section] 7.” “He pointed out that in the Grinnell and Havetord 
cases Judge Timbers specifically rejected the Government's 
contention ‘that “as a matter of law...,oncesit has “shown ya 
merger willl create an opportunity for reciprocity dealing, thac 
is’ sufficient to halt the merger under Section 7."°"* In support 
Judge Austin also reviewed the Northwest Industries, Penick & 
Ford and General Dynamics cases.247 He noted) that in Ul5.) v. 
White. Consolidated [Industries (to be discussed. next) the Cougar, 
following the Ingersoli-Rand and Allis-Chalmers decisions, ruled 
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that an acquisition which creates a market structure conducive 
PomcecipLocal dealing presents the acquiring company with an 
advantage over competitors which by its very nature is anti- 
competitive."*"*® He then went on to POlnt. Outithat Vheviuda am 
White Consolidated had acknowledged that those cases "had failed 
Peeoe na yacceptance” outside the Third Circuit and that no effort 
was made to discuss or distinguish any Of thé contrary -aucioc— 
Pete? Judge Austin stated that the Grinnell decision reflected 
na better view of the law, it avoids the extreme and untoward re- 
sults of a rule based on a bare potential for reciprocal dealing."?°° 
It is hard to disagree with this conclusion. 


From his review of the record, Judge Austin concluded that 
it "negated any probability those opportunities [which he had 
earlier found nonexistent] would lead to significant reciprocal 
dealing by ITT Canteen."251 In his discussion he noted the 
following: 

(a) despite an exhaustive search over a period of five years 
prior to the case, the Government produced no evidence that ITT 
Practiced reciprocity; 7°? 

(Db) testimony by ITT President Geneen indicated that there is no 
Peet nood IT) will change its antireciprocity policy.  Geneen 
Gescribed reciprocity as, "a very costly, noncompetitive, expen- 
ere practice." 7%? 


Further, the judge cited with approval ITT's economist's 
PEO seecer otLeiner) point. that ITT would be better ofp elcome. 
its purchasing power directly to lower its input costs rather 
Pram tndirect|y to influence its Cahteen’s sales via reciprocity. 
fo te Was adain noted that ITT "does not collect "the type of 
purchase/sales data which is essential to a systematic reciprocity 
Drogram. "<> ° 
feds tn Grinnell, ITT pointed out and the Judge accepted the 
argument that ITT is organized around profit centers and that 
menere Fs a strong incentive for the profit center management, co 
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avoid any reciprocal trading."*°*® Hughes asserts, “the argument 
is imperfect, however, since several managers may collaborate to 
worm outa solution favorable to all. (Further 1t) 1s) encirely 


inapplicable where reciprocity is used merely to capture all the 
business when the prices are the same as those of competitors."*°*’ 
Denenberg and Cummins expand on Hughes' first point. "A type 

of ‘double reciprocity' could occur by which the directors of 
two or more profit centers could agree to aid each other in 
practicing reciprocity against outside firms. This type of 
favor swapping by division managers is probably not uncommon 

and would certainly be easy to implement." They go on to 
argue that in multi-division firms top management often 
recognize the contributions by one division to another in evalu- 
ating each profit center's performance. _ Even Williamson, 

who argues that multi-divisional organizations are generally 
poorly suited to engage in reciprocity, recognizes the 
existence of favor swapping among the operating divisions of 
such enterprises in the matter of anternal procurement. 
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Judge Austin pointed out that the various antra—firm emgan. 
izational and policy elements cannot ensure that no instance 
of reciprocity will ever occur in I?T, but “they providesmeamianige 
ful safeguards against any significant practice of reciprocity." *** 
He noted that the Government, had Gnsisted that severalior 
these safeguards be included in Wts veces e consent decree 


Reciprocity effect was dismissed as a temporary phenomenon 
since such unilateral channelling of buSimess to Canteen gay 
ITT’ Ss suppliers: would be unrequited and the Suppliers woul ave 
no réason continue whem ITT did not reciprocate.) thes judge 
pointed out that in the 20 months between ihe merger Vander 
trial there was no e@vidence that TTT ior Canteen had benericed 
from reciprocity effect. But he qoes too Tar when Ne sta _ecer nal 
"the pendency of the iitigqation can have mo int luence son enc 
Actions, of ITT’ s suppliers. 2 


Finally Judge Austin noted that the Government fad lea ne 
evidence that Canteen's competitors engaged in reciprocity or 
benefited from reciprocity effect during the past three years.*°" 

We come now to the third requirement, that the resulting 
reciprocal dealing must have a tendency to substantially lessen 
competition. Since he had previously determined there was 
neither opportunity or a reasonable probability of uel Zing ne 
opportunity for reciprocal dealing, the judge had to indrveare 
there was no likelihood that the merger would substantially 
lessen competition by reason of reciprocity.*°° However, Judge 
Austin did feel it necessary to devote five pages of his opinion 
reviewing the contention that Canteen, prior to the merger, 
was engaged in a reciprocity-related trade relations program 
He concluded that between 1961 and early 1968 Canteen had 
"Maintained an active trade relations program...although the 
nature and scope of the program was gradually diminished during 
those years."*** -In only 10 instances did the Governmenc conten] 
that Canteen had obtain business through reciprocity and in only 
15 involving reciprocity effect.*°®’ The judge ruled that even 
if in all these instances the Government's contention was correce, 
the amount of business secured was de minimus,..."“Such activities 
were both Sporadic and instaniticant in the acquisit10nTor uceed 
Service business." °° “This was corroborated oy comp Cunouc 
wio lost business to Canteen allegedly because Of Teclpsoc ty. 
Two points were cited by the judge in support of his conclusion 
that, given the absence Of any past Impacl, from reciprocicy ir 
reciprocity effect, "there is no reason to, anticipate that the 
DPT Canteen mergeriwill lead to such a recut.) “mm roe 
“There: “vs ETT Ss proven, anctireciprocity Policy, Wand .seconc 
there is “the changed business and legal attitude toward 
Yeciprocity ana trade relations activitica., ~ Sein ube mame. 
point Judge Austin referred to 10 consent decrees and seven 
assurances of voluntary compliance. He also stated that of 
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By companies replying in sworn Statements, 3 had@a Gdetinite 
policy against reciprocal buying, and 22 of these said their 
Popieteo were in writing.*’? we would counter thie euidenee of 
Ghanged business attitude with results Of Markham's and Bird 
and Shepherd's studies which we reviewed in Chapter 4. 


Like Judge Timbers in ITT-Grinnell and Liv-Harttord, wuage 
Pustin tuled that the merger of ITT and Canteen Corporation 
did not violate Section 7 of the Clayton Ace. Siti Se vieronys 
im this case was purely Pyrrhic as it was Lorced,’ to divest 
gtself of Canteen as part of a consent decree. 


U.S. V. WHITE CONSOLIDATED 


aWDUSTRIES, INC. AND 
We TeeMOTOR CORP. (1971) 


Although this case was decided four months before TTT=Canteen, 
we have chosen to keep all three of the ITT cases together in7owr 
discussion. White Consolidated, thwarted in its attempt to 
acquire Allis-Chalmers, sought to acquire the White Motor Cor- 
Poracion sin 1970. The Justice Department, alleging thatthe 
peLgerewould violate Section 7 of the Clayton Act, sought a pre- 
piminary injunction to halt the merger pending a trial on the 
Merits. In a decision of less than three pages filed on Febru- 
aie, tol, District-Court Judge Battisti granted the prelimin- 
eae uct on:..-’ * 


The Government raised three issues with respect to the 
ieLcerr sl) svertical effects of sales by White Cohsolidated to 
White Motor, (2) horizontal effects resulting from WC's 
gequisition Of Allis-Chalmers, and (3). reciprocity effect. The 
mage dealt with the first only briefly, stating "such @ polacy 
(of keeping purchases within the family) is not, .of course, anti-— 
competitive in itself, but it does serve to indicate the in- 
evitable impact the merger will have."*’* He dismissed the 
Sceondras moot since "the recent court-ordered divestiture of 
milve-Chelmers."*’° ‘Therefore, the central issue brought by 
the government was not over reciprocity but reciprocity effect-- 
van alleged tendency for prospective suppliers of a firm to 
Perec thelr purchases. to. that firm in, order to maincainwits 
S@rels al bs Waa 


Judge Battisti pointed oul that the issue was first notced 
in Ingersoll-Rand and followed by the Third Circuit Count ot 
pppecalein that case, “but in general the Cheery has fai tease 
Gaineacceptance outside that circuit«<” 


He then argued that the decision in Allis~Chalmers v. White 
Consolidated was based "largely Stas probability ofan -anti— 
Sompetariver reciprocal effect.” 
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Although he stated he was not bound by the decisions#on 
the Third Circuit Court Of Appeals, Judge BattLster ssalc werne 
logicscf @us opinion inthe Allis-Chalmers case seems. both 


inescapable and quite compelling."273 in particulag. Wc 


rolling mill equipment to the steel industry.” He did)) however: 
acknowledge that White Motor was a smaller purchaser Ofmeceer 
than Allve=Chalmers so “thevetiect mere well enol beg oe drasti caer 
but the same forces can be seen operating here as in that 
ease. % °°” 


At no place in his’ opinten dia Judge Battisti refer coetne 
Supreme Court's ruling in Consolidated Foods’ that the mere 
possibility Of Teciprocivy We noe enough to: violate Section 
or to Judge Timbers’ careful analysis of (ehe various cases in 
ITT-Grinnell and ITT-Hartford. The basis for Judge Battisti's 
decision appears to be found! im ate icars oF conglomerate 
mergers in general. He stated that this case was "a skimmish 
in a broader battle over the direction American economic life 
will take in the coming years."*°*? "The undesirable effects of 
Such a merger are totally unrelated to the NOLIVES: OL “eine 
parties; rather their mere size in the market WLI operate ase 
lever which in turn will lessen GompecieLen.!- = 


While White Consolidated raised the point that it operated 
on a profit-center system, Judge Battisti, unlike Judges Timbers 


or Austin in the ITT cases, would have none of it. He said the 
evidence indicated a "much firmer and more centralized GConerol 
that the Gefendants would have us believes...) - ~ 


THE SHERMAN ACT CASES° °* 


If our tour through the Section 7, Clayton Act cases has 
not resulted in a clear statement ag to the- judiciary :s posture 
on reciprocity arising out of mergers, then it is discouraging 
to note that the Sherman Act cases provideveven lesssorca 
pattern. 


General Dynamics (1966) 7*°° 


This was the first’ case inywhich the’ Justice Departmen. 
attempted to have reciprocal dealing arrangements declared a 
violation of Section lof the Sherman Ache, Toudealmwitnytie 
alleged violation of Section 1, Judge Canellasreviewed the 
reciprocal déalings between Liquid Carbonic and six of (General 
Dynamics' suppliers to see if "Specific contracts or combina- 
ataons" had occurred as a result of the Special Sales» Pregram: 
Only two Satistiedvhis multiple, bub dmelicit, scri teria. fhe, 
totaled SL77),225.°°°") One was reyectedsas a stmurtaluperronade 
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arrangement, each agreeing to buy from the other in return for 
uncreased Vsales. He ruled that leverage was absent, but 
poate such an arrangement reflected the use of purchasing power 


to generate sales! In addition, in this "contract" and others 
mo do] ar oes were given, €.g.;7 one was a4 full requirements 
soncract. iis being thé ase, the government has failed to 


Po ew ehoesche relationship at issue was violative or SEceron yt 
Bi eehne: Sherman Act.'"? °® 


The Serictness Of “the judge's test for a Gecthion Iewvice 
watLOnN 15 seen from the evidence presented in “connection wien 
PromiasCarbonie's sales to Raytheon. “These showed obvious 
attempts at reciprocity and at least a certain amount of carbon 
dioxide was marked as sold to the account. But the evidence was 
Rejected. Judge Cannella gave the following reason: 


--1ts mere entry on the corporate books as business 
secured by the Special Sales Program is not sufficient 
Preot tov establish that the sale im question was 
Hemiatly obtained by reciprocity. *? 


Boe wernt (on to say that: 


Since no all-embracing agreement between two com- 
panies has been shown, or may legitimately be 
inferred, the government must show that reciprocity 
Pemtacts caused the.,.sale.-°° 


Pecognizing there might be great difficulty in connecting the 
Seremoes sat reciprocity with specific ‘contracts of sale, the 
Justice Department tried to avoid the problem by submitting that 
miewcourt could anfér the existence of contracts in “restraint 

of trade from statistics and statements by the defendant's execu- 
tives that the reciprocity program was effective. While it is 
true that very useful inferences can bé drawn once a plan to 
engage in restraint of trade is proven, they are usually infer- 
ences of general intent in connection with specific acts. 
Therefore, while intent was established and the total volume 

of trade was not unsubstantial, the Government was unable to show 
specific contracts for reciprocal dealing resulting from the 
Bpeeia! Sales Program. It is doubtful whether interences “ef the 
Semmisceion Of the specific acts (1.e@.., the contractyor sale) 
could justifiably be drawn as well. But Judge Cannella had a 
different reason for rejecting the submission: 


The cection's [Sherman Act; Sectrvon 1) (weterence 70 
Comtracts...15, necessarilyvdirected at bilatesal 
arrangements...the business secured could be the 

result of the mere presence of the reciprocity power 
Weeevendors of General Dynamics , tO Curcky “avo om 
protect present sales to the defendant, might unilater- 
ally decide to purchase the products Of Liguid {Carbone 
inp such instances, no actual, contacts would serve as 
mtpredicate for a Sherman Section 1 VLO bation, 


= 149 - 


Thos it would seem that under Section I ily is mpossitblen 6 
reach specific instances of reciprocity effect. However, judge 
Cannella may have overstated his PLO postion. Lest, =. prouces 
present sales" implies that the sales are being threatened. 
Thus negative psychological reciprocity 1s more ial ee Reo ioe 


involved than simple reciprocity effect] Also; 1 tie (caceqo. 
the Raytheon sales, at least, 1t was clear that Lbiguid Carbonre 
initiated the reciprocity overtures. While he proposed a test 


under Section 1 for reciprocity agreements to violate the law, 
Judge Canella ruled that this’ case was “an tTnHapproprrate 

vehicle for finding an amount considerably less than $500,000 

as 'not insubstantial,'" as the government had proven that the 
mérger itself had violated Section 1.°°?* .Harlier in tie sjudqmem. 
he had stated: 


The court has found that there was a bilateral intent, 
at the time of the merger, to foreclose competition 

by the use of reciprocity... the defendant’ S stacisutes 
and the statements: Of Dts, Officers... sind lCaue: ilames 
Significant amount of commerce was foreclosed...) ine 
defendant's penchant for not keeping records. of 
reciprocity matters prevents a precise ‘dollar amount’ 
finding. However; 1t as clear that. the amount involved 
ie ‘not insubstantial... = 


Thus it would seem that where there is a merger between two com- 
panies, one need only show bilateral reciprocity intent and that 
a (possibly imprecise) not insubstantial amount of Commerce was 
foreclosed to prove the merger violates the law. hater, "tne 
judge further developed his test which he based on three factors. 
The first was his acceptance of the analogy between tying agree— 
ments and reciprocity which was extended to include both mutual 


patronage and coercive reciprocity, Vizge, “Reciprocity ,wherier 
mutual or coercive, serves to exclude competitors by the 
exercise of large-scale purchasing power. This court concludes 
that. the analogy of reciprocity to: tyino-1in, arrangemencs 
applies (to both torms of veciprocity.. Second, Judge Canella 


followed the Supreme Court's ruling in the Times-Picayune (1953) 
case that tying-in arrangements are per se violations of Section 
1, if a “not insubstantial” amount of conmerce 1S abrected. 
Third, he followed the Supreme Court in the International Salt 
(1947) case where it ruled that the test of substantiality 
depends on absolute, not relative, foreclosure and $500,000 was 
held to be a “not InsubstantialY® amount. — 


In summary, Judge Canella specified a test to determine 
whether certain forms of reciprocal dealing viiolate the sherman 
Ret Section 1; but he did not make “a euling Gf tne basic oF hrs 
test as he had already held the merger itself violated Section l. 


ce thio Gl ices 


Columbia Nitrogenv. 
Royster Company (1971) 775 


in 1971, Columbia appealed a judgment of $750,000 in, favor 
Peo eeere 7Orsoreach Of: contract concerning the) salle of 
Drosenalc by Royster to Columbia. One of the groumds on which 
Columbia defended and counterclaimed was based on Royster's 
megs dareciprocal, trade practices. The district court sub— 
feiiow Only Che issue Of coercive reciprocity to the jury and 
Ehe jyury found for Royster on both the contract claim and the 
Peweiust. COUNntTerclaim. The Court of Appeals of the Fourth 
Circuit ruled that Columbia was entitled to a new trial on the 
contractual issues and affirmed the District Court on the anti- 
mest issues. ~° ’ 


Columbia argued that Royster had violated Section 1 of 
the Sherman Act by engaging in reciprocal dealing, specifically 
"that Royster had exerted economic leverage through its purchases 
Oe iatrogen Lrom Columbia to coerce Columbia to sign a phosphate 
Pereract.: « ‘The Appeal Court noted that Columbia, by aglong- 
term written contract, had agreed to purchase about $4,750,000 
worth. of phosphate conditioned on anticipated purchases of 
approximately S44 000,000 worth. of nitrates by Royster rom 
Gobumbia.!*? The Court concluded that the "agreement was reached 
voluntarily by both parties who enjoyed sufficient economic 
strength to appreciably restrain free competition in the 
manket.."2 °° 


In the appeal, Columbia argued that noncoercive reciprocity 
Gunach the District Court declined to submit to the jury) vio- 
lated Section 1. The Appeals Court quoted Judge Canella in 
General Dynamics that "reciprocity whether mutual or coercive, 
Serves to exclude competitors by the exercise of large scale 
purchasing power." The Appeal Court then stated: 


In view of our disposition of this aspect of the 
case we may assume without deciding, that the 
reciprocal dealing disclosed by this record vio- 
Heese isection) | of the Sherman Act. > 


The Court held that a party who enters into a voluntary, none 
coercive reciprocal dealing arrangement cannot maintain an action 


under Section 1 against its trading parene ss to 


Stayridges et al. Vv. 
Mellon National Bank 
Pacitrust Co. et al. (1973) 


This case was a class action in which Stavrides claimed 
that. Sections 1 and 2 of the Sherman Act were violated by the 
Mellon Bank's requirement that its mortgagors in order to 
obtain mortgages had to deposit, monthly, one-twelfth of the 
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annual taxes and fire insurance premiums on the mortgaged property. 
Specifically, Stavrides claimed (a) that the extension of mortgage 
credit was conditioned on the borrowing, making the monthly 
deposits to the non-interest-bearing escrow accounts and as such 
was an illegal tying arrangement, and (b) that the Bank would 

not extend credit unless the bo-rower would offer to make the 
escrow deposits and that maintaining the deposits was a condition 
of obtaining credit; hence an wilegal Teciprocalvdediiug 
arrangement. °°* 


The defendants” motion for dismissal for farlure to staccrd 
claim upon which relief can be granted was denied with respect 
to (a) ‘but granted with respect to (Db). The judge rulec mar: 


...the concept of reciproecrey (whitch he der rnecay 7. 
policy of favoring one's customers in purchasing 
commodities sold by them] could be stretched too far 

if we were to hold that the plaints: s willingness eo 
open interest-free accounts was a "product which they 
‘sold'" in the course ‘ofa muctally benercrcral welaeren— 
shap with the »banksa. 


The point that the same practice cannot be both ‘a tying arrange 
ment (conditioning the sale of one good on the sale of another) 
and reciprocal dealing was not raised. The maintenance of 
monthly tax and insurance deposits is analogous to the require- 
ments by banks that borrowers maintain compensating balances. 
Austin and Solomon observe that "the tie-in assumption holds that 
the bank ‘ties' demand deposits to the sale of credits “The 
reciprocal trading classification assumes that the bank, in 
exchange for the extension of credit, requires the borrower to 
reciprocate with an input of demand deposits....The compensa— 
ting balance convention fits neither classification snugly. "oe 


With respect to Stavrides, if one perceives the mortgagor 
to be a customer for the funds he receives and a customer for 
the compensating balance he must maintain, or deposits he must 
make with the bank, then the scheme is a tying arrangement. 

On the other hand, if one perceives the mortgagor to be a 
customer for the funds he receives but a supplier of the compen- 
sating balance to the bank, then the scheme is reciprocal deal- 


ing. We would argue that if one looks at the scheme in terms 
of the borrowing and Tending of ‘capital, 2 gs really reciprcear 
dealing rather than a tying arrangement. This may be a signifi- 


cant distinction as it is not clear that; the Law relating to 
tying and reciprocity will always produce the same results. 


Carlson Companies v. 
The, Sperry and Hutehianson Cen G74) 


Carlson contended that S &H (purveyors of trading stamps) 
and some of its suppliers had agreements whereby S &H agreed to 
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purchase goods for its redemption catalogue on the condition 
that the Suppliers used S&H incentive programs in violation 
of Sections 1 and 2 of the Sherman Act.°°’ In response to 


S &H's motion for summary judgment District Court Judge Larson 
erated that: 


Imperences Of reciprocity can be drawn from the 
bare fact that S&H patronizes its own customers 
and; that it sells incentive programs to the same 
entities from which it buys merchandise, even 
though such inferences may, at this point be 
foal) especulative,*°* 


iaverwniewriled that the facts presented to him represented 
metceciamerssue, Of fact. For this reason, and the one that 
the discovery procedures were incomplete, the judge refused the 
motion for summary judgment. Since we were able to discover no 
Peoeeguent proceedings, the ruling is of very little judacial 
value. 


W.L. Gore & Associates Inc. 
a eae ta nn eo hy aig A \ oOo 
‘Wecacliske Corp (1974) 


In this case Carlisle alleged that Gore had threatened to 
discontinue its substantial purchases of conductor wire from 
Carlisle in order to persuade Carlisle to recognize the applic- 
Soecy Of Gore's patent to another wire product, (PTFE flat 
laminated cable) made by Carlisle and accept a licence. — 

The court was asked to consider whether Gore's threatened 
ferusal to buy (which was not carried out) constituted an un= 
lawful demand for reciprocity. As the judge summarized the 
Pesue, Gore "clearly attempted to use its buying power in the 
conductor [wire] market to obtain several advantages in its 

ea eof PTFE cable: (1) terminating defendant's challenge to (the 
vouvdity of the patents in suit; (2) ending defendant's in- 
EPeinging sales of PTFE cable; and (3) Securing a royalty on 
pefendant.6-sales."*'! 


The judge asserted that in the Columbia Nitrogen and General 
Dynamics cases it had been decided that a contract, combination 
Or conspiracy to engage in reciprocal dealing can restrain 
trade in violation of Section 1 of the Sherman Act. Although 
he accepted Carlisle's view of the facts, Judge Wright never- 
theless found they did not disclose a violation of Section 1 
because, as he said: 


[They] show only a unilateral threat by Gore not . 
to buy...The defendant did not acquiesce in the plain- 
tiff's demands, nor did the plaintiff enlist the 
Aeaistance of others in a campaign to force defendant 
to accept a license. Thus there was here. no.colorable 
contract...and the ‘collaborative element'...has not 
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been proven. °' 
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With respect to a violation Of Section 2 Mews tated a 
though thas courte has found No (cases so holdwng'y;, WSse" Of 
reciprocity to monopolize “Or CO “acLempe sco monopolize inter 
state commerce can, upon a proper factual showing violate 
Sherman Act [Section] 2."°'* To make a case for such a viola- 
tion, the judge stated, the “defendant must show that plara— 
tift specifically intended to monopolize the relevane market 
through oe use Of Unfair methods of competi Lion.. aida vane 
there was’ “ao cancerous probability "sof uceese. n315 


The court found Gore had specific intent to monopolize 
the PTFE cable market because their license proposal disclosed 
the intent to exercise the exlusionary power of their patent 
to the fullest extent. The threatened refusal Co purchase 
conductor cable from Carlisle was held to be van untarr method 
of competition even though market domination through patent 
enforcement might be exempt from antitrust law. “fhe attempe 
would probably have been successful, it was said, because the 
preponderance of Gore's purchases of conductor wire over 
Carlisle's total PTFE cable. sales would Give Gore Such Vlevevage 
aS would be likely to affect the judgment of Carlisie asta 
reasonable businessman. °°* This is the only case by theverd 
of 1975 ih which any type of reciprocal dealing was held to be 
eevolatLom Of Geckion.2: 


Wier een CO d nics. (1074) 


In this case the Justice Department charged that Wii 1ce 
(formerly the Air Reduction Company Ine.) with sales sin 2 
of S519 miLliion, had since 1959 vrolated Geckr0on — ofrenie 
Sherman Act "by entering into combinations involving reciprocal 
arrangements" with its suppliers. They also charged that Airco 
Violated Section. 2 "through the use of Wes purchesmig oower.. 
by attempting to monopolize..." the Sale te 1ts mactud sand 
potential suppliers of ferroalloys, industrial gases and other 
products made by Ree. After completion. of the qovern— 
ment's case Airco moved for dismissal on the ground that upon 
the facts and the law the government had shown no right to 
reliefs ULS. District Court Judge Bonsal granted the moun, 
dismissing the case. 


With respect to Section 2 the case was dismissed in one 
paragraph because "the government has not introduced any evi- 
dence defining the rélevant market." ~ Virtually the eneire 
judgment was devoted to a discussion of the evidence relating 
to the Section 1) charge, regarding which Judge Bonsal stated 
General Dynamics was the leading case. Specifically, he quoted 
Judge Canella's emphasis on bilateral arrangements. 


TO ‘prove the presence of vendor contracts ‘on 
GOnaveion, particular contracts wits PTdentuiuaie 
parties must bé: introduced into evidence or wleqic- 
imately inferred from the conduct of such identi- 
fiable canttese a, 
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nS we have seen in Our earlier discussion of the General 
Dynamics case, in implementing his test Judge Canella was loath 


eO inter bilateral arrangements from apparently reciprocity- 
melated behavior. 


hve if a “speci fic reciprocity contract was established by 
eiesevidence, a violation may still not he proven, because the 
Pemueadc (did mot disclose the volume involved. Moreover, 
ever bi the volume of trade foreclosed by reciprocal dealing 2s 
disclosed by the evidence, Judge Cannella held, it must be’ 
expressed as a dollar amount and a likely minimum unit value 
cannot be judically noticed. Finally, where all these require- 
Beuls wate met, Judge Canella ruled, the suit may still fail 
unless the total amount of commerce foreclosed is "not insub- 
stantial.” In the Airco case Judge Bonsal held to the rigorous 
Standards enunciated in the General Dynamics case. The evidence 
pioweanihat Alreco operated an active trade relations program 
beeween 1958 and early 1972. The Airco executive responsible 
Bor cits: function, the Manager of Commercial Relations, was a 
member Ol mthe Trade Relations Association from 1ts) anception an 
m2, pecane axdirector in L968 and was president Gf “the 
Mesoulat.on trom 19/70 until -it became inactive dm late l97i@oen 
early 1972.°*° Between 1965 and 1971 Airco made computer lists 
Srypurchases from and sales to Airco's major suppliers and such 
information waS available to division presidents and the 


@erec ior Gf purchasing. °** Officially, Airco's purchasing 
MoLlicy recognized reciprocity only on a ceteris paribus basis, 
1.€., where price, quality and service were equal. 322 ie es 


evident that Airco's trade relations and other executives 
meecmiced at least hortatory reciprocity on several steel 
Companies (who accounted for 16.5 percent of Sales in 1968 and 
He percent in 1969) and on other firms from which Airco made 
substantial purchases and who used or could use Airco products. 
However, Judge Bonsal, on the basis that Airco's purchases were 
Siig ea traction of their sales to four steel companies, amd 
that the government had not introduced into evidence any specific 
Puichace or sale contracts, concluded that the inerecase tie coe. 
Salesrto the steel companiés resulted from reciprocal buying: 
Mensara Wit reciprocal buying did occur, 1t would’ probably "nave 
had to have been by mutual acreement."°*" 
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With respect to Airco's sales to FMC Corp., it was shown 
beater co had leverage im One particular year. The court twas 
Picrredco inter from this ‘that drop in Almeco se purchases 
and an increase in FMC's purchases during the following year 
were due to coercive reciprocity. There being no accompanying 
evidence of causality, the irvitation was not taken up. Judge 
Bonsal concluded that "fluctuations in annual purchase and 
sales figures are by themselves of little probative VialUew nce 


and this point was reiteratec: with respect to the Al lied* Chemreat 
2 6 
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evidence. ” 


However, in other instances, the Departmentyor Justice 
was able to present considerable evidence of leverage and 
Gausality and Still failed. With respect )tossales to National 
Distillers, Judge Bonsal found that causality had not been 
shown because it had not been demonstrated that Airco had 
“interjected reciprocity Considerations: Inco ad particulan 
meeting with National Distillers. But the Justice Department 
had shown that the necessary sales/purchase data had been 
compiled shortly before the meeting in question and that Airco 
Crric ras piooned to use: this: frvendiy relationship wo beac 
advantage.°?’ That direct evidence is not necessary to prove 
an antitrust violation is well established. There appeared to 
be more than sufficient circumstantial evidence in this case 
for an inference to be drawn, yet the judge refused to so do. 


On the basis -of this case, «<téllowing sthe Puleewserr onan 
Genéral Dynamics, it appears that unless. the Justice Department 
Gan come up with written contracts Sspecrftying the volume ypug. 
chased and price paid “anda. term of the contract Windicaring 
that such purchases/sales are conditional upon reciprocal 
purchase/sales, there can be No vwidlation. of Sectiom lorar 
reasons of reciprocal dealing. 


Pidelity:TeLevision, Ine. v- 
Federal Communications Commission 
Sa TA DE i Le PG 2 ne eee 
(1975) 


In 1967 the Justice Department charged General Tire and 
Rubber, Aerojet-General, AuM ; Byers, and R.K70O2 General (tie 
last three corporations were subsidiaries of General) with vio- 
lating Sections 1 and 2. of the Shemman; Act through Che use of 
reciprocal dealing. ..On October 21:4)1970 a consent decrea waa 
entered in the case enjoining the firms from engaging in 
reciprocity and requiring them to take certain steps to preven 
reciprocal dealings. ~ 


This Case amounts to @ footnote to that action andece 
involves the decision of the Federal Communications Commission 
to renew a TV broadcasting license of RKO General. During 
hearings before the Commission on the renewal application a 
competing applicant submitted that the application should be 
denied, because there was evidence that RKO's parent, General 
Tire and Rubber Co., had used its purchasing power to induce 
its suppliers to place advertising with RKO. The Commission 
denied the submission and renewed the license in part because 
the reciprocity was carried on by the parent rather than the 
Subsidiary corporation. Fidelity appealed arguing, in part, 
as follows: 
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Reciprocity is especially complex ina conglomerate 
Pree General’ Tire “because its needs and products 

are diverse; for example, rubber purchases can be 
conditioned on advertising sales: Fidelity argues 
that, for this reason, it was NECeSSary tor tt. to 

be able to present evidence on RECIUPrOCHLY imine 
entire General Tire Organization, and not Simply 

that which was ‘patently germane to RKO's stewardship 
of KHJ-TV,' as required by the hearing examiner. 32° 


The judge noted the existence of the consent decree, that such 
reciprocity as existed "was ineffective with Kid 2" ands that 
"antitrust considerations are only one segment of the Commission's 
concern with the character of a broadcast applicant."?3! He 

mated that the F.C.c. did not act arbitrarily, ‘capricious lyaor 
illegally in refusing to give RKO a demerit or to adisqual veyed 
for the reciprocity practices outlined in this record."332 No 
reference was made to the Airco decision which was made two 
months earlier. : 
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RECIPROCITY AND CANADIAN COMPETITION POLICY 


Reciprocal dealing is not currently included as an offence 
Or a reviewable trade practice under the Canadian Combines 
movesctigation Act.) The question under consideration in this 
chapter is whether or not reciprocity should be (and under what 
circumstances) considered an illegal restraint of trade and 
Seoject to legislative control. 


In the proposed Competition Act (Bill C-256) introduced in 
Eeritament in June of 1971, reciprocal buying was included as 
MoesOr the nine trade practices coming under the jurisdiction of 
Pie Competitive Practices Tribunal's civil procedures. Under 
Pe-eclon40(d) reciprocal buying was defined as: 


The practice...whereby a supplier of one commodity 

Gn service and a supplier of another commodity or 
service enter into an arrangement whereby each under- 
bakes TO buy all or a'substantial part of his reguive— 
ments of a commodity or service from the other. 


mies powers Of the Tribunal were specified in Sections 37(c) and 
byt). The Tribunal, “where it is-satisfied that...a person 

who is able to influence significantly either the price or volume 
of a commodity or service supplied in a market has been: engaging 
in or proposes to engage in [reciprocal buying] within that 
Meekeu,..by order...prohibit that person from “engaging in= such 
Peeecvice Or Lrom engaging in ‘such practice other than, on, terms 
Paarconditions prescribed in the order....""* 


Two exemptions were provided by Section 40(2): (1) if the 
reciprocal buying was between affiliated companies, and (2) if 
mehe™ practice 1s reasonably necessary for or tncidental to the 
implementation of a specialization agreement” [as provided for 
an Seektion 27). 


Fierce opposition by business to Bill C-256 resulted in the 
government bringing forth Canada's new competition policy in two 
Main stages.° Stage I, introduced in November 1o7e 7 included 
Pemoart Ot the Restrictive Trade Practices Commission's “review- 
able matters," four of the nine trade practices that were to 
come under the Tribunal (tied selling, refusal to deal, exclusive 
dealing, directed selling--called market restriction). With 
the exception of reciprocal buying, the remaining trade practices 
specified in C-256 (price discrimination, promotional allowances, 
entrenching a monopoly and delivered pricing) are expected to 
be included in the Stage II amendments to the Combines Investi- 
Satron Act. Reciprocal buying has apparently been L1OSte ae eine 
shuffle" or awaits further amendments to the Act beyond those 
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proposed in Stage II. The reason for this 1s not surprising: 
Reciprocal buying has simply never been even a potential public 
policy issue in Canada until the Royal Commission on Corporate 
Concentration decided to look at it as part of its analysis of 
conglomerate corporations and the concentration of economic power 
in. general... Our)veview (ort Ene business; trade and academic 
journals revealed almost no writing on the subject in Canada.’ 

With the exception of the testimony of Professor Caves and Nanves 
(and their briefs) to which we have referred, only two other briem 
presented to the Royal Commission dealt with the issue. of jreerp— 
rOChey.. In the Submission of Power Corporation of Canada, Limited 
three paragraphs are devoted to reciprocity and in, that discussirom 
reciprocal buying is confused with the matter of inter-company 
sales within. the Power Corporation "family." > (The brietisrare. 


While reciprocity is not an important operating objective 
for PCC [Power Corporation of Canada]; “tis only pp oper 
and fair that related companies in the group should have 
an equal opportunity to offer their seryices to each 
other provided such sexyices are offered ona competitive 
basis), and they should be encouraged to do so. Indeed 
to rule otherwise would be to restrict the market for 
goods and services for the associated companies; there 
by putting them in an unfavourable posture on either a 
buying or sélling basis compared’ with’ their competitors.}* 


The second brief was submitted by Ron Huntington, Maver Am 
quotes the Staff Report of the federal Trade Commission, Economic 
Report on Corporate Mergers quite extensively and also an article 
published in Fortune magazine in 1965 ** im suppork! of Ehe: contem. 
tion that, "conglomerate interdependence and forbearance are a 
hard fact and a reality in Canadian business today."’*” New legis- 
lation is advocated to, "Prevent and/or restrict conglomerates 
that have developed extensive advantage [sic] in the market place 
through reciprocal trading practices, and through cross-subsidization 
Capabilities." 7*® On the basis of the rathersextensive analysis 

in this study of legal and economic issues associated with recip- 
rocal dealing in the United States, we are not prepared to draw 
such a conclusion. Given the total absence of information as to 
the nature, extent and impact of reciprocal dealing on competition 
in Canada it 26 inappropriate to call for strong) teqisliaciye 
intervention.!’ Even on the basis of a priori theory, as we have 
indicated in Chapter 5, the case for prohibiting reciprocity is not 
strong. The circumstances under which reciprocity can be an anti- 
competitive trade practice would not appear to be widespread. As 
Professor Bruce Allen has observed: 


.. ultimately, the case against jreciprocity,.and its 
alleged foreclosure rests on the inability of the 
initiator's rivals to Yvetalitate, Or ef Es partners 
£0 resist the attractions of extra business or the 
threat of ats whtndrawal.....8 Dr SeClpTrociey., to or 
simply a species of secret price cutting, and if 
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those it excludes are helpless “to retaliate, va 


public policy hestile to exclusion must perforce 
be concerned with reciprocity. !8 


The central question which divides those who ubge strong action 
against reciprocal dealing and those who argue that the practice 
1s pro-competitive or at worst neutral in its impact and hence 
Should not be subject to legislation, is empirical. How frequent- 
ly do we find firms with extensive, otherwise unutilizable, 
market power (primarily monopsony power) facing an imperfectly 
competitive industry from whom it (or an affiliate) both buys 
from and sells to in significant volume? But the coincidence of 
these factors is not enough. The firm must decide as a matter 

Of policy to engage in systematic reciprocity. “Li must gather 
the appropriate (non-costless) information and make the requisite 
organizational changes to implement its policy. As Backman 
Pbserves, “there are very strong reasons--apart from antitrust 
---7-7-why conglomerates would not practice recipricity: (1) many 
Pecauctes are not susceptible to reciprocity; (2) many other 
pactOrs intluence purchasing decisions; (3) reciprocity can, be a 
CGstly business practice; and (4) use of profit centers inhibits 
reciprocity."'*% He concludes that "these factors reduce the area 
of potentiality and create high barriers to the conversion of 
potentiality into actuality." 2° 


THE RLGE OF RiECLPpRoOcrry .ASsAN 
ANTITRUST I SSUB ANC ne tue. 


Before we set out the policy options for Canada it may be 
useful to reflect on why reciprocity became an antitrust issue in 
the United States. As we have indicated in the Introduction, 
there was great concern in official quarters over the merger boom 
Woreciereached Nistoric heights in 1967 through 1969. "in 1oGe7 
the merger movement was of such magnitude that in a single year 
nearly 10 percent of all independent manufacturing corporations 
in the $10 million asset class were acquired."*! The conglomerate 
Sorporatg~on, which accounted for four-£lithsiof the mergers 
during the merger boom, did not: fit imto the well-developed rules 
witch enacd evolved for horizontal and vertical mergers under 
Pectlon 7sot the Clayton Act following the Cellar-Kefauver amend- 
ments of 1950.%% New weapons had to be found or forged which 
would explain why the effect of such conglomerate mergers "may 
be substantially to lessen competition...." 


So much for the "demand" for new antitrust tools. on the 
supply side a number of factors appear to be relevant. Earsey 
when reciprocity was first raised as an unfair method of competi- 
tion in the 1930's, the Federal Trade Commission had batted 1.000 
with respect to coercive reciprocity. Perhaps this long dormant 
weapon could be raised again and modified to suit the changing 
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famese Second, in his inflveneial arya ayia Review article, 
published in May 1965 just before he became Assistant Attorney 
General (Antitrust Division) , Donald & 4" Turner had presented a 
carefully reasoned analysis defining the conditions under which 
reciprocal dealing could have an anticompetitive impact i) ten 
of a degree of market foreclosure. 


With respect to conglomerate mergers in general, Turner 
rged the antitrust “author bte> (71° proceed with cautilom, 7 ie 
concluded that his analysis indicated "quite Strongly chaz zeu 
cannot support an attack of much greater breadth on conglomerates 
without entrenching on significant economic and other values, 
and therefore without an unprecedented reliance on judgements of 
an essentially political nature... 


Finally, Turner stated, "1 do mot believe, Congr so nae given 
the courts and the FTC a mandate to campaign against 'superconcen- 
tration' in the absence of harm to competition." 


With respect to reciprocity Ture: arc: 


At the outset, it may bé stated Llatly that reciproeicy, 
even more than the tying arrangements if so closely 
resembles, has little or mothing to be sao ti eiee 
favor. Competition works Satiretactori yy sonly when 
success. rests on lower prices, better quality, berrer 
service and the like. \Reeiprocity adierores: ine 

pattern of trade away from the ideal, with no compensa- 
ting economic advantages.” 


Obviously, Turner had been persuaded by the language of Commissioner 
Elman in Consolidated Foods.*’ His article made no. refercnce 7S 
the articles by Dean, Harsha, the Wales and Handler. * As we 
indicated in Chapter 5, Turner defined the conditions necessary 

for reciprocity to have potentially substantial adverse effects. 
After reviewing the analogy between reciprocity and tying arrange- 
ments and the Supreme Court test with respect: to Che latter, 

Turner, Stated: 


...WHIL@ we. Cannot be certain that reciprocity fere- 
closure will take place [under the conditions he 
defined] the-condrtiens indicate not only cireumstances 
in which ‘substantial foreclosure is possibile, but alse 
circumstances in which some foreclosure is highly 
probable. 


As for the appropriate public policy, Turner argued eaat Ene per 

se rule applied to tying agreements involving a "not insubstantial 
amount of commerce would be "wholly inappropriate.!. Instead, 

he proposed "that a conglomerate merger should not be outlawed 
because of possible reciprocity eftects. tnless ab least i1tteen 

or twenty percent of a market is made subject to foreclosure." °*” 
Turner's analysis, @hen, provided an intellectually mecpectaple 
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tie OC using TEClprOocity as a weapon to atiace conglomerate 
mergers. A third reason for using the reciprocal dealing argu- 
ment was 1tsS apparent similarity to tying agreements in which the 
courts had come to declare illegal per se if a "not insubstantial" 
amount ($500,000 or more) of commerce was involved 33 tt thre 
geages Coula be persuaded that the two practices were closely 
analogous, well—derined precedent Could be marshalled to quartic 
sea LLY condemn reciprocity. Aggressive prosecutors seeking 
victory eme ess Concerned with the Gconomic tartonale on an 
Piece tbusl weapon Chan they are with its “salability” to the courte, 
Less eynically, one can view the raiSing Of reciprocity as an 
anticompetitive efrect as an attempt £o explore che limits cf 
eyrienust inv the tradition of hostility to the concentration of 
Peorom1c aid political powér. In such a Cause, the end often 
woeeace tO justify the means. Finally, the use of reciprocity as 
an antitrust weapon can be likened to prosecuting Al Capone for 
income tax evasion. Despite the best efforts of Elliott Ness 
Sey it. Capone could not be reached for bootleqgqing, x<tonci0cn 
Poiueaei  Li jailing Big Al for falling to pay iancome. Laon 
mos til—goctton gains seems incongrous in light of his more 
nefarious activities, it had the desired result. Mr. Capone was 
Ceewoter or Circulatton. SoO.too with the conglomerates | taeene 
Antitrust Division can persuade the requisite number of judges 

to condemn such mergers because they result in reciprocal deal- 
mage alt tCOMpPeLI tive Or not) the apparent result 2s the sane. 
Faced with the unhappy choices between creating an economically 
indefensible precedent or leaving what was viewed to be a major 
problem unaddressed, the former is not too hard to defend. 
Besides, aS time went along, a growing body of opinion (Mueller, 
the FTC. Hausman, eGtc.°*) supported the view that reciprocal 
dealing was an undesirable trade practice which should be (in at 
Weast some of its forms) legally condemned. In addition to 1s 
role in challenging conglomerate mergers, reciprocity was 
apparently also seen as a new weapon to belabor’ firms in slond- 
Setablished oligopolistic industries. Over four-fifths of she 
consent decrees (see Appendix B) were obtained under Sections l 
and/or 2 of the Sherman Act from prominent firms in oligopolistic 
Miduseries. speaking in early 1971, Richard W. McLaren, then 
Assistant Attorney General (Antitrust Divison). sara: 


When we initiated a broad attack on this practice in 
1969, we learned rather quickly that systematic 
reciprocity was widespread and affected Large seg= 
ments of the national economy. *° 


In 1969 the Department of Justice obtained two reciprocity —related 


consent decrees, in 1970 seven and Vitel Oye Lens It is interest- 
iyarcheat, mot until the Airco, case in Lace 1974, was. there 
a "pure" reciprocity case (i.e., one not aimed on preventing 


a conglomerate merger) litigated in the courts by the Department 
of Justice or the FTC. Apparently the practice Of Tec lproci ty, 
was not so valuable to the firms who were challenged that they 
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would fight “to continue it.” Ve asealsco interesting to pOinimoge 
that if the primary impact of reciprocity is to facilitate 
indarect price cutting among Oligopolists, the latrver jsneura 
probably be in the vanguard of those seeking to have it banned: 
One might be cynical and suggest that the Nixon Administration 
chose fairly harmless weapons with which to make a show of anti 
trust enforcement without seriously challenging the structurally 
secure Oligopolies which account for a Significant proportion oT 
the output of United States manufacturing industries. in) taire 
ness we should point out that while price-fixing is illegal per 
se and horizontal mergers which increase concentration only 
slightly can be successfully attacked under the U.S. anc aC esi 
laws, there are no vehicles to attack existing levels of concen- 
tration. Apparently, experienced oligopolistic interdependence 
resulting in price leadership, and other forms of tacit coordin- 
ation are beyond the reach of the existing statutes. 


A POLICY PARABLE 


Reviewing the United States government's approach in conglom- 
erate merger cases one has the feeling of seeing a shambling, 
myopic giant made fearful by a new threat, the implications of 
which were as yet unknown, searching about to find a weapon, any 
weapon, to repel an intruder. One Stick that came to hand wae 
Called. reciprocity. . At first the club was, called cocreiv: 
reciprocity. But the intruders kept coming and the fear remained. 
Longer sticks were raised against the intruder--these were labelled 
"reciprocity effect," “tacit reciprocity and even un eia crt 
reciprocity." More intruders were seen and fear continued to 
wrack the giant. His search for weapons to beat down the threat 
widened. Intruders or even the shadows of the intruders had to 
be stopped on the horizon. He would erect a strong fence ri cue 
on the horizon. The fact that the new, high, electrically- 
charged (per se) fence kept out both those bearing gifts and new 
things of interest to the’ giants subjects and the dark Iatriudcers 
worried the giant not at all. He was content. His fear had 
subsided. There was nothing more to be learned about the behavior 
of the intruders, where they came from, how many there were or 
whether some of their actions might be useful to the giant's 
people. Many of the intruders that had come over the horizon had 
been beaten off. As time went on fewer intruders presented them- 
selves and the crisis was over. 


POLICY ALTERNATIVES 
FOR CANADA 


It seems reasonable to define three policy alternatives open 


to Canadian policy makers: (a) do nothing, i.e., continue without 
any provision in the Combines Investigation Act in respéct of 
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reciprocal dealing; (b) declare certain types of reciprocal deal- 
ing (e.g., coercive reciprocity) to be illegal per se; or (c) to 
treat reciprocity as a reviewable trade practice, as refusal to 
Supply, exclusive dealing, tied selling, market restriction and 
consignment selling are now treated, and evaluate the practice 

On a case-by-case basis when the Director of Investigation and 
Research has reason to believe that grounds exist for the 
Restrictive Trade Practices Commission to make a remedial order. 


piternative (2) is attractive for a number of reasons. As 
we have indicated, there is no evidence of any necessity to 
introduce legislation on reciprocal dealing on the basis of com- 
plaints from firms who feel their opportunities to make sales 
ape -Oreclosed by reciprocity. Second, by doing nothing we are 
Clearly resisting the temptation to generate still more legis-— 
lation which constrains the area (or potential area) open to 
business managers. The burden of existing legal constraints (of 
almost all types) on business has increased markedly in the post- 
War period. Unless the benefits of additional legislation can 
be reasonably demonstrated, there should probably be a presumption 
against more legislation.’’ Third, aside from the lack of com- 
plaints regarding reciprocity, there is simply no evidence as to 
the extent, nature and significance of the practice of reciprocal 
dealing in Canada. Until some reliable evidence is forthcoming, 
it seems undesirable to propose legislation to inhibit the 
Practice. 


On the other side of the ledger, one could argue that since 
there are circumstances under which reciprocity can foreclose 
markets to some degree, we should seek to anticipate such problems 
before they arise. Therefore, some form of legislation is 
desirable even in the absence of demonstrated harm. 


Riternative (b) 2s not an attractive choice: Our Treview lor 
the problem in the United States (empirically and legally) as 
well as our economic and managerial analysis in Chapter 5, does 
NMotl indicate that the practice is without virtue and consistently 
harmeuletco competition in, industries atfected sbysit.] Buerieitier 
wemene case for reciprocity so.strong, that Labelling thejpractice 


legal per se is appropriate. The social desirability/undesirabil- 
ity of the practice depends largely on the facts of a given 
Situation. Per se rules are not well-suited to trade practices 


which can be either beneficial or harmful to the competitive 
process depending upon the particular situation. | Skeoch et aa 
argue that "Canada cannot afford even the few per se, limitist 
rules applied in the United States; more refined decisions are 
required that respond more fully to the facts of each case and 
to the requirements of the Canadian economy." 


From our discussion of alternative (a), it should be appar- 
ent that if there is insufficient evidence in Canada to justify 
bringing in any legislation regarding reciprocal dealing, there 
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is hardly a case for making the practice illegal pér se. | Besude | 
Making reciprocity illegal Pemusc would be completely out 02 
character for a country which refuses to label overt price sins 
Dilegat sper se, but Tather requires that such agreements rect ames 
Gompetituvuon "unduly, “before characterizing them vas 1 blegalines 
StuainGemok trade. 


We move now tO Alternative (c). As a @uade practices subvee. 
to review by the existing Restrictive Trade Practices Commission 
or by the proposed National Markets Board, reciprocal mdealing 
would be declared neither legal, undér all icireumstances or iiiecs 
per se. On the basis of complaints. from businessmen, COnsSumers 
and government agencies, and on the basis) OfVhis, own inves euoo. 
tions, the Director of Investigation and Research (Bureau of 
Competition Policy) would have the power to being cCasecea OL 
reciprocal dealing before the specialized S0n Udi cating sbody.. 
Currently, Sections 32.241) Bela iy. Sl epee) ance 3 ao ot, Ene 
Combines Investigation Act specify criteria for determining 
whether the reviewable trade practices should be subject to an 
order of the RTPC. Skeoch et al. set out five general Ob jective- 
toward which decisions of the proposed National Markets Board 
would be directed.*! Obviously, criteria for the evaluation of 
specific cases of reciprocal dealing would have to be a part Of 
any new legislation. Judge Austin in the ITT-Canteen case 
proposed a three part test for reciprocal dealing resulting 
Fron 2 merger: 


~ the mérger must significantly increase the oppor 
funities “tor reciprocal dealing: 

=» there must be a@ reasonable probability that’ ene 
opportunities willbe explomed?: 

-~ the resulting réciprocal dealing must’ have a 


tendency to substantially lessen eompetieron. — 


Steiner argues that 2f the antitrust authori tics are going to 
set up guidelines for reciprocity, they should proceed sequen] 
tially by identifying: 


= the Opportunitacs forwveciprocity 

= the likelihood of particular forms of reciprocrty 
being practiced; 

= the probable effects Of such reciprocity in cach 
of the markets involved; 


= the consequences of such effects.  ~ 


In Chart 7 on page 167 we have generalized both of these concepts 
and provide a framework for the sequential analysis of reciprocal 
dealing cases. Below each stage of the analysis we have 
indicated some Of the important assues, waoich the specialized 
adjudicating body would have to consider in evaluating each case, 
A more comprehensive discussion of these factors was given in 
Chapter 5. “It-is important to note that Lhe ~rameworke1s 
sufficiently general tomdeal wath reciprocity that does mor 
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arise from a merger. Reciprocity «should be viewed as a trage 
practice as are a wide variety of other trade practices (evga, 
orice discrimination, predatory pricing; tying agreements, etc.) 
which arise in imperfectly competitive industries and whose 
social desirability depends on the consequences they produce: 


Atkernative (c) clearly fits im wlth current thinking vag 
Canada with respect to trade practices whose impact is ambiguous. 
Lt the extent, nature ‘and Significance Os reciprocal dealineos « 
Gandada is in fact comparable -to the United States (Vabteneugiawe 
have no evidence on these points) then Abternative (cc) Tepre= 
sents a pragmatic policy approach. However, given the absence 
of information regarding the practice cL reciprocal dealing. sn 
Canada; the adoption of Alternative wc) would Gepresen ean clei. 
patory legislative action. The desirability of anticipating 
such an economic problem is an issue about which reasonable 
people can differ. 
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NOTES 
CHAPTER 7 


RECIPROCITY AND CANADIAN 
COMPETITION “POLICY 


Combines Investigation Act, R.S., c. C-23, amended by 
Ce L0 (1st Supp.) -c., 10. (2nd Supp.) 1974-75-76 cee 
fenrrective January 1, 1976). 


Dink Or 
Buble C=-256, ‘Competition Act, first reading JunewZ9j elles 


opp. Accompanying the bill was "The Competition) Act)” Ex- 
muanacory Notes,” Ottawa, 1971, mimeo, V308pp: 


>competition ACU Oa -20- 
4 PB os 
Sompeti tion ACt, D.. 36. 


>competition new, Op. 4040s. 


6 ; ; 
See W.T. Stanbury, Business as an Interest Group in Canada: 


The Case of Competition Policy, 1971-1975 (Ottawa: Consumer 
Research Council, forthcoming). 


‘Department of Consumer and Corporate Affairs, Proposals 
for a New Competition Policy for Canada, Ottawa, November 
1973. The Stage I amendments effective January 1, 1976 are 
discussed in Bureau of Competition Policy, "Background Papers: 
Stage I Competition Policy" (Ottawa: Department of Consumer and 
Corporate Affairs, April 1976), mimeo; 78 pp... Won. sctanbuny 
(ed.), Papers on the 1975 Amendments to the Combines Investi- 
gation Act (Vancouver: Faculty of Commerce and Business 
Administration, University of British Columbia, May 19 76)r, 
ieyspows cordon BE. Kaiser, “the New Competition Law: Stage 7," 
Canadian Business Law Journal, Vol. 1, No. 2, 1976, DD. Lad 


196) 


8 combines Investigation Act (1976), Part LV, ope eel ooes 


2 proposals for Stage II legislation are contained in L.A. 
Skeoch et al., Dynamic Change and Accountability in a Canadian 
Economy (Ottawa: Supply and Services Canada, 1976); N.J. Williams, 
"Damages Class Action Under the Combines Investigation ACES 
and J. Whybrow, "The Case for Class Actions in Canadian Compe- 
tition Policy: An Economist's Viewpoint,’ 7LngA Proposal £0u 
Class Actions Under Competition Policy Legislation (Ottawa: 
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Supply and Services Canada, 1976); R.I. Cohen and J.S. Ziegel, 
The Political and Constitutional Basis for a New Trade Practices 
Act (Ottawa: Supply and Services Canada, 1976); M.J. Trebilcock 
@t al., Proposed Policy Directions for the Reform of the Regu- 
lation of Unfair Trade Practices in Canada, 2 Vol. (Ottawa: 
Supply and Services Canada, 1976); C.D. Edwards et al. Studies 
of Foreign Competition Policy and. Practice, 2 Vols. (Ottawa: 
Supply and Services Canada, 1976). 


10, erhaps the only piece is Donald Eldon's, The Oligopoly 
Problem in Competition Policy (Ottawa, Economic Council of 
Canada, 1970, mimeo, 180 pp). He devoted about five pages to 
the issue of reciprocal dealing (pp. 71-73, 75, 155-156). His 
discussion cites only a few standard U.S. references (Ferguson, 
Hausman, Stacking and Mueller and Sichel. See the Bibliography). 
Only the Waugh Equipment case is analyzed. However, his policy 
conclusions are of interest. He states: 


On balance then, it would seem wise in legislating 
restraints on tying and exclusive dealing or related 
practices [i.e., reciprocity] to make, provisions for 
assessing cases on their merits in terms of beneficial 
or detrimental economic effects. They are too complex 
to be subject to per se rules, but obviously too 
important to be free of significant public scrutiny. 
Cee oa 


Later Eldon has this to say: 


It therefore seems reasonable to ban reciprocal deal- 
ing where, in the relevant market, the buyer accounts 
for a substantial share of the purchase of a good, 

or where there is evidence of coercion. In the 
absence of coercion, it may be desirable to provide 
for a case-by-case examination of the effect of the 
practice on competition in the market. (Pp. 155-156.) 


A bibliography of materials on the law and competition policy 
in Canada is W:T). Stanbury; assisted by Charlotte St. Claiz 
and Karen Olsen, "Anticombines Law and Policy in Canada, 1888- 
1975: A Bibliography," Canadian Business Law Journal, Vol. l, 
NOL 37. £970; IDPs Bo2-474- 


11 submission of Power Corporation of Canada, Limited of 
the Royal Commission on Corporate Concentration, Montreal, 
November 14, 1975, pp. 17-18. 


denned ep 18. 


13 Ron Huntington, M.P., Submission to the Royal Commission 
on Corporate Concentration, "A View from the 'Street' on 
Corporate Concentration and the Public Interest," Ottawa, 
February yuo, 19:76. 
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14 eae 
See the Bibliography at the end of this study. 


eo hontingeon, Sheu! Whe 


16 
DN Ge Den 29. 


naw fete 
In the course of a study of the administration, anaen— 


forcement of the Combines Investigation Act during the period 
1960 to 1975 we (Paul Gorecki of the Bureau of Competition 
Policy is the co-researcher) have examined over 2,300 specific 
complaints from businessmen, government agencies and consumers. 
Although 14 per cent referred to trade practices not covered by 
Ene ACC, NOt One mentioned reciprocity. If reciprocal dealing 
by large, diversified firms was foreclosing markets to smaller, 
more specialized producers, one would expect to hear the com- 
plaints of those affected. The silence is deafening. 


18pruce We Allen, “Industrial Reciprocity: A Statispmica: 
analysis,” Journal of Law and Economics, Vol. 18, No. 2, October 
oes. O09; 6510)... 


19 sules Backman, "Conglomerate Mergers and Competition," 
Sieeucohn Ss Law Review, Vol. 44, Special Edition, 1970, p76. 


aaa. 


el Report by the Staff of the Antitrust Subcommittee of the 
Committee on the Judiciary, 92nd Congress, Investigation of 


Conglomerate Corporations, (Washington, D.C., USGPO, 197 pee 


S ga6 Willard F. Mueller, "The Celler-Kefauver Act: Sixteen 
Years of Enforcement," in staff of the Bureau of Economics, 
Federal Trade Commission, Economic Papers, 1966-69 (Washington, 
Deewe10) pp. 32-8 24 


23nonald F. Turner, "Conglomerate Mergers and Section 6 
Breetne clayton Act,” Harvard Law Review, Vol. 78, No. 7, May 
1965, pp. 1313-1395, specifically pp. 1386-1393. 

Cee 
Mudie sea es 


25 pid., p. 1395. 


gO ptidey Pap lssw. 


eine Ate fa es te 


7 rederal Trade Commission Decisions, Vol. 62, O63 pr 
929-968, Specifically p. 952. 


ao cee Bibliography for citations. 


2° urner, pp. L28s—-1360- 


oo eae p. 1389, emphasis in the (areatem eho Ole 


2 ibid), B.. 1391. 


221 bid- 


33~he key decision was International Salt v. U.S. United 
States Reports, Vol. 932, 1947, 3927 aLeirmed in Northern 
Pacific Railway Company v. U.S., United States Reports, Vol. 
SO eee Og ols 


oar the Bibliography for detailed citations. 


3>citea in Report of the Antitrust Subcommittee, Investi- 
gation of Conglomerate Corporations, p. 62. 


3©c66 Phillip ©» Blumberg, ue Megacorporation in American 
Society (Englewood Cliffs, Prentice Hall, 1975), Chapter Four, 
pp. 64-76. 


37 skeoch et al. (p. 326) state, "We should be very clear 


about the justification before we impose additional burdens on 
the business community, especially at a time when it is being 
urged to become more enterprising anc? Procuctive. «5 


oOo ee Footnote 10 above. 


3° skeoch Gb) tall, Depo Ole 


40 
Iptde Pp 42.44 7209 ono. 


4lipid., pp..43-44. 


421971 Trade Cases, Par. 73619, p. 90545. 


43 ; : rue, 
Peter O. Steiner, Mergers: Motives, Effects, Policies 


(Ann Arbor, University of Michigan Press, 1975), Dp. 254% 
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APPENDIX A 
PRINCIPAL UNITED STATES ANTITRUST STATUTES 


THE SHERMAN AcT! 


Section Iv-- Every contract, combination inathestormiotatruct 
or otherwise, or conspiracy, in restraint of trade or commerce 
among the several States, or with foreign nations, is hereby de- 
clared to be illegal....Every person who shall make any contract 
or engage in any combination or conspiracy hereby declared to be 
illegal shall be deemed guilty of a misdemeanor, and, on convic- 
tion thereof, shall be punished by fine not exceeding fifty 
thousand dollars, or by imprisonment not exceeding one year, or 
Pyepeuni said punishments,. in the discretion of the: courte 


Section 2 -- Every person who shall monopolize, or attempt 
to monopolize, or combine or conspire with any other person or 
persons, to monopolize any part of the trade or commerce among 
the several States, or with foreign nations, shall be deemed 
guilty of a misdemeanor, and, on conviction thereof, shall be 
punished by fine not exceeding fifty thousand dollars, or by 
imprisonment not exceeding one year, or by both said punishments, 
in the discretion of the courts. 


THE CLAYTON ACT? 


Section 7 -- That no corporation engaged in commerce shall 
acoulre, directly ‘or indirectly, the=whole tor any “partcgop the 
Stock Or other share capital and no’ corporation ‘subject gro fhe 
jurisdiction of the Federal Trade Commission shall acquire the 
whole or any part of the assets of another corporation engaged 
also in commerce, where in any line of commerce in any section 
of the country, the effect of such acquisition may be substan- 
tially to lessen competition, or to tend to create a monopoly. 


No corporation shall acquire, directly or indirectly jacuie 
whole or any part of the stock or other share capital and no 
corporation subject to the jurisdiction of the Federaleirade 
Commission shall acquire the whole or any part of the assets aye 
one or more corporations engaged in commerce, where in any line 
of commerce in any section of the country, the effect of such 
acquisition, of such stocks or assets, or of the use of such 
stock by the voting or granting of proxies or otherwise, may 
be substantially to lessen competition, or to tend to, create a 


monopoly. 


This section shall not apply to corporations purchasing 
such stock solely for investment and not using the same by 
voting or otherwise to bring about, or in attempting torbring 
about, the substantial lessening of competition. Nor shall 
anything contained in this section prevent a corporation engaged 


mete > aes 


in commerce from causing the formation of subsidiary corpora- 
tions for the actual carrying on of their immediate lawful 
business, or the natural and legitimate branches or extensions 
thereof, or from owning and holding all or a part’ of the stock 
of such subsidiary corporations, when the effect of such 
formation is not to substantially lessen competition. 


THE FEDERAL TRADE COMMISSION ACT? 


eactidn 5 <= (a) (Ll) Unfair methods"ot competition in com- 
merce, and unfair or deceptive acts or practices in commerce, 
are hereby declared unlawful.... 


(b) Whenever the Commission shall have reason to believe 
that any such person, partnership, or corporation has been or 
is/using any unfair method of competition or unfair or 
deceptive act or practice in commerce, and.2£ te vshaid. appear 
to the Commission that a proceeding by it in respect thereof 
would be in the interest of the public, it shall issue and 
Serve upon such person, partnership, or corporation a complaint 
stating its charges in that respect and containing a notice of 
a hearing upon a day and at a place therein fixed at least 
thirty days after the service of said complaint. The person, 
partnership, or corporation so complained of shall have the 
right to appear at the place and time so fixed and show cause 
why an order should not be entered by the Commission requiring 
such person, partnership, or corporation to cease and desist 
from the violation of the law so charged in said complaint.... 
If upon such hearing the Commission shall be of the opinion 
that the method of competition or the act or practice in question 
is prohibited by this Act, it shall make a report Ly Wr tei. an 
which it shall state its findings as to the facts and shall 
issue and cause to be served on such person, partnership, or 
corporation an order requiring such person, partnership, or 
corporation to cease and desist from using such method of com- 
petition or such act ior practice. =. 


Se eS 


eoGeeeaE. 209 (1890).415 UssoCue a lye) 

2tn December 1974 the penalties for Sherman Act violations 
were increased. The maximum fine for a corporation was increased 
to $1,000,000; the maximum penalty for an individual was made a 
fine of up to $100,000 and/or imprisonment for up to three years. 
The offences were changed from misdemeanors to felonies. 


3 
BeuStabe, 73le(1914). 15 USS. COA. ooel Se. This sect 1Onicons 


tains the provisions of the Celler-Kefauver Act of December 29° 
L950 we G4estat, a. 2 owl S50). 


4 
38)stat. 719) (1914 15 UsS2C.AS 5: 45° (The phrase sand sun. 


fair or deceptive acts or practices of commerce" was added by 
the Wheeler-Lea Act, 52 StatieLll (1938). 
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